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Editorial Comment 


Since the publication of our last issue 
The Late Lord death has taken from us one of the Em- 
Tweedsmuir pire’s greatest sons—John Buchan, Lord 

Tweedsmuir of Elsfield. Five years ago 
he came to this land as an official of His Majesty and Gov- 
ernor-General of our Dominion; at his passing on 11th 
February all Canada mourned him as a friend. In the words 
of the minister of St. Andrew’s Presbyterian Church spoken 
at the funeral ceremony in Ottawa, “Right royally he filled 
his noble office. With dignity, with patience, with humour, 
and with self-forgetfulness, this great heart put all his 
shining gifts of mind and character unreservedly at the 
service of the Dominion. His life, both in home and state, 
was graced with Christian discipline and Christian love; 
his death was died in the great Christian hope.” This 
tribute to him will recall to readers also those eloquent 
words which Lord Tennyson left to us in his well-known 
poem, Jn Memoriam: 


Dost thou look back on what hath been, 
As some divinely gifted man 
Whose life in low estate began 

And on a simple village green; 
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Who makes by force his merit known 
And lives to clutch the golden keys, 
To mould a mighty state’s decrees 

And shape the whisper of the throne; 


Yet feels, as in a pensive dream 
When all his active powers are still, 
A distant dearness in the hill, 

A secret sweetness in the stream? 


Lord Tweedsmuir will go down in history as one of 
Canada’s greatest governors-general. Memory of him will 
long be cherished by the people of the Dominion and of 
the Empire; as the poet Campbell has aptly expressed it, 
“To live in the hearts we leave behind, is not to die.” 


Allocation The extension of the activities of many Can- 
of Income adian businesses and corporations into dis- 
Between tricts beyond the confines of their “home” 
Provinces province and the enactment in recent years 

of taxing statutes in the several provinces, 
have given rise to a perplexing problem—that of uniform- 
ity in allocating income between the provinces. To add 
to that problem the statutes in question are being amended 
at almost every successive session of parliament with an 
eye to local needs, thus making taxing provisions more and 
more intricate and increasing still further the difficulties 
of arriving at a just apportionment. As the date of making 
government tax returns brings once more this annual prob- 
lem of apportionment for corporation executives and their 
auditors, we take the opportunity this month of referring 
to a recent report of a committee of the National Tax 
Association in which are offered some suggestions on the 
allocation of income to the states in the American Union. 
It appears that the several governments in the Dominion 
have not yet made any serious study of the problem; they 
realize however its urgency and that it cannot be post- 
poned indefinitely. A reference to the subject at this time, 
then, will serve to direct to it the thoughts of members 
of the profession. 


The report of the committee is one that has come from 
a number of years’ study. Its general conclusion is an opti- 
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mistic one—that uniformity in allocation of income can be 
attained, but to season somewhat that optimism, the report 
points out that it will take time for that attainment. It adds 
further that in view of the lack of uniformity at present 
and the unsatisfactory condition in which business finds 
itself, some states will have to make concessions if the goal 
is to be reached. Sooner or later, the report observes, this 
will result in benefits to all. 

We shall not attempt to enter into the details of the study 
except to indicate that by means of a series of questions 
directed to the tax commissions of the several states, the 
committee received exhaustive information from which it 
arrived at some conclusions and made certain recommend- 
ations. In response to an inquiry, for instance, as to the 
formula at present in use for allocating corporate income, 
the committee found that ten states make their apportion- 
ment on the three factors of property, payroll and sales; 
seven employ the first and third of these factors and sub- 
stitute manufacturing costs for payroll; eight use the first 
and third factors, while eight others take the sales figure 
only. The states were then asked to point out the com- 
mendable features of their respective formulae and to ex- 
plain to what type of business a formula is best suited. 


From its studies in this respect the com- 
Uniformity in mittee observes that “it would appear that 
Apportionment uniformity would be most readily attained 
by the use of the factors of tangible prop- 
erty, payroll and sales.” At the same time it points out 
that “from the data gleaned from replies to its question- 
naire, such a formula would not be suited to taxpayers 
other than those engaged in manufacturing or conducting 
mercantile businesses.” 

One question of significance in the inquiry was whether 
or not there was any constitutional limitation in a state 
which prohibited the delegation to its tax commission of 
the choice of a formula for allocating income. It was found 
that in practically all cases no such limitation was placed 
upon the power of the administrative officials to formulate 
bases of apportionment. 

Formulae for apportionmert, which would be appropri- 
ate for nearly every type of corporation operating in the 


MARCH, 1940. 139 





THE CANADIAN CHARTERED ACCOUNTANT 


various states, could be devised, but a consistent classifica- 
tion of corporations would be important. “It might be 
difficult to classify all taxpayers properly,” states the re- 
port, “especially in cases like the hotel-railroad-oilwell, etc. 
enterprise. No doubt the cases where a single type of ac- 
tivity is not preponderant are relatively few. In the com- 
mittee’s opinion they are too few to warrant complicated 
rules and procedure for taxpayers. It would seem, there- 
fore, that every attempt should be made to classify such 
taxpayers according to that one of their activities which 
is preponderant.” 

The committee recommends that the states permit the 
use of separate accounting by those businesses that main- 
tain adequate accounting systems enabling them to ascer- 
tain with reasonable accuracy the net income in each of 
the states in which they operate. With respect to trading 
profits, the committee realizes that there is no one right 
rule of apportionment, notwithstanding that there probably 
are a number of different rules, all of which may work 
substantial justice. 

Those interested in studying this report of the National 
Tax Association, which was presented at its annual con- 
ference in San Francisco last October, may obtain a copy 
from its office in Columbia, South Carolina. A copy has 
already been sent by The Dominion Association of Charter- 
ed Accountants to the reference library of each of the 
provincial Institutes. 


The outcome of the action taken some eight- 
Liability of een months ago by the Guardian Insurance 
Auditors Company against Sharp, Milne and Company, 
a Montreal firm of chartered accountants, in 
an attempt to hold them responsible for the defalcations 
of an employee of a company of which the defendants were 
auditors, is of very considerable importance to members of 
the profession. The judgment of Mr. Justice Hall of the 
Court of Appeals of the Province of Quebec in favour of 
the auditors, which represents the majority decision of the 
Court and sets out clearly the reasons for his conclusions, 
is published in this issue. 
It will be noted that His Lordship dealt with two main 
questions—the nature of the company’s contract with the 
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auditors and the matter of bank deposit slips. It was clear, 
he stated, that the appellants had been appointed by a 
resolution of the shareholders and that their contract was 
to perform the statutory audit provided by The Companies 
Act, “which is very different from a complete and detailed 
audit.” With respect to checking in detail the certified 
copies of the bank deposit slips of the company, Mr. Justice 
Hall expressed the opinion that it was “going too far to say 
that deposit slips, even though they may be certified by the 
bank, form an essential part of the company’s books of 
account.” 

It has long been recognized that auditors are not in- 
surers of the accuracy of the accounts which they audit. 
The underhand schemes of the embezzler may go undetect- 
ed for months and even years in spite of the most careful 
examination by the auditor. We recall a case in Western 
Canada over twenty years ago where the treasurer of one 
theatre company acted also as treasurer of another theatre 
company. He was “playing” the accounts of one against 
those of the other, and had the auditor not been acting 
for both, the frauds, which were truly ingenious ones, prob- 
ably would never have been detected since the vouchers of 
each company were in order and suggested nothing wrong. 
It is because of the many possibilities of embezzlement that 
chartered accountants have recommended on many oc- 
casions to their clients that fidelity bonds be placed on 
employees handling cash or securities. 

We think that bonding companies, after accepting an- 
nual premiums for fidelity bonds, should not attempt to 
recoup the claims paid by taking action against auditors. 
The whole profession owes a debt of gratitude to Messrs. 
Sharp, Milne and Company for contesting this case. 


We wish to draw the attention of readers to 
Papers on the volume of papers and discussions on ac- 
Auditing counting subjects just published by the Amer- 
Procedure ican Institute of Accountants. These are the 

papers which were presented at the last annual 
meeting of the Institute and deal with a variety of matters 
of current interest to all public accountants, such as audit- 
ing procedure and related matters, inventories, detection of 
fraud, accounting practice, municipal accounting, income tax 
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and accounting research. The papers reveal the great 
measure of thought and study behind their preparation, 
and the Institute has performed a noteworthy service in 
thus making them available to accountants everywhere. 
A copy of the volume has been placed by the Executive 
Committee of our Association in the reference library of 
each of the provincial Institutes. 





SOME METHODS FOR VALUING INVENTORIES 


A PRELIMINARY EXAMINATION OF SOME METHODS 
USED FOR VALUING INVENTORIES 


By G. C. Ferrie, F.C.A., Hamilton, Ontario 


UDGING by the articles appearing in various accounting 

journals, there is and has been for some years, con- 
siderable interest in the methods used for valuing inven- 
tories. The fact that the last-in, first-out method has been 
recognized by the United States revenue authorities is no 
doubt at least in part due to the efforts of public account- 
ants and certain industries to which this method is par- 
ticularly suited. In other words, with no detailed knowl- 
edge of the actual facts, there evidently has been leader- 
ship backed by adequate support. 

The reader will realize that conditions are always chang- 
ing and that some of the so-called accounting principles 
are actually accounting conventions; that some of these 
conventions were sound at the time adopted and for many 
years thereafter, but that with all the present day com- 
plications in operating a business, in ownership, and in con- 
nection with high taxation, it becomes necessary to develop 
new conventions which will bring good and just results. 
The difficulty in attempting to formulate a rule or conven- 
tion to meet the requirements of all businesses will be ap- 
preciated. Under simpler conditions conventions would be 
applied with benefit almost universally; today it would al- 
‘most seem worth while to complicate matters further by 
careful study and the development of conventions to suit 
groups of businesses. Doubtless more progress will be 
made in this way than in any other. 

The basic method of valuing inventories was recognized 
by the taxing authorities in Great Britain during the World 
War for certain metal industries, but has never been ap- 
proved by authorities in the United States for taxation, 
although an effort was made some years ago to obtain 
recognition of it. 

The application of the last-in, first-out method had been 
permitted by the United States tax authorities for certain 
industries prior to the 1939 revenue act. In this act it is 
authorized for all businesses, if application is made, and 
may be used for all stock on hand or applied only to such 
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goods as are stated in the application. It had previously 
been adopted by the oil industry in that country and is par- 
ticularly suited to it as sales prices reflect current quota- 
tions for raw materials. As it cannot be applied with ad- 
vantage to all businesses, its effect in the particular case 
under consideration should be given careful study before 
its adoption. 

The chief characteristics of the last-in, first-out method 
appear to be: 

(1) The undetermined minimum permanently stabilized 
(except under extraordinary conditions) ; 

(2) The temporary stabilization of additional stock on 
hand at varying prices (subject to reductions in the stock 
on hand from year to year); 

(3) Market value not affecting the values used for the 
inventory, although in the balance sheet it may be referred 
to or where necessary a special provision made; 

(4) The necessity of low initial values; 

(5) The application of current purchases to current 
costs, etc. ; 

(6) The unexpected results which may arise under ex- 
traordinary conditions ; 

(7) That if applied to stocks on hand which vary great- 
ly in quantity and kind from year to year, it may be 
difficult to ascertain whether the total inventory value is 
sound or otherwise; 

(8) That purchase and sale commitments may require 
consideration in determining whether it is applicable to a 
business. 

That the last-in, first-out method should be approved 
for taxation in the United States and recognition not given 
to the basic method is probably accounted for by the frailty 
of human nature and possibly greater pressure. If to the 
basic method there is added a qualification that the min- 
imum quantities and basic prices are subject to revision 
by averages of the quantities carried and prices existing 
near the bottom of a cycle, all reasonable objection would 
appear to be disposed of. There are businesses to which 
the basic method appears to be better suited than the last- 
in, first-out method, and with such qualification the authori- 
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ties would be making a smaller concession than that already 
made in accepting the last-in, first-out method.* 


Under war conditions the normal stocks of raw ma- 
terials, etc. may not be maintained, due to the impossibility 
of obtaining such materials or to the use of substitutes. 
If, under the last-in, first-out method, the normal stocks 
are materially reduced, the result will be that low priced 
pre-war materials will be applied against, presumably, high 
priced sales. If a substituted material replaces that form- 
erly used, the result will be the same unless this substituted 
material is high priced and it is also permissible to substi- 
tute it for the purpose of the inventory method. If during 
the war the inventory of original material is subsequently 
brought up to normal again, under the last-in, first-out 
method, the presumably higher cost prevailing while this 
is being done may be incorporated more or less permanent- 


1United States tax regulations dated 29th December 1939 correct 
this situation to some extent. In these the method authorized is de- 
scribed as the “elective inventory method,” and the taxpayer can elect 
to follow (consistently) one of the following plans for valuing goods 
of the specified type on hand at the end of the year in excess of what 
were on hand at the beginning of the year: 

(a) First-in, first-out 

(b) Last-in, first-out 

(c) Average unit cost of the goods purchased or produced through- 

out the year 

(d) Pursuant to any other proper method which, in the opinion 

of the Commissioner, clearly reflects income. 
‘ — above-mentioned regulations also contain the following pro- 
vision: 

“If the elective inventory method is used by a taxpayer who regu- 
larly and consistently, in a manner similar to hedging on a futures 
market, matches purchases with sales, then firm purchase and sales 
contracts (i.e., those not legally subject to cancellation by either party) 
entered into at fixed prices on or before the date of the inventory may 
be included in purchases or sales, as the case may be, for the purpose 
of determining the cost of goods sold and the resulting profit or loss, 
provided that this practice is regularly and consistently adhered to 
by the taxpayer and that, in the opinion of the commissioner, income 
is clearly reflected thereby.” 

These regulations are in an appendix of Fool’s Profits by Arundel 
Cotter (published by Barron’s Book Department, Boston). Incidentally, 
this interesting book is dedicated to Maurice E. Peloubet who has 
made so many contributions to accounting literature. 

The hazard of extraordinary circumstances arising still remains, 
and another important point is that, at least for tax purposes, the 
undetermined minimum (in each group of goods) in the inventories 
of most taxpayers adopting the elective method at this time will be 
permanently stabilized at prices which are higher than those likely to 
be considered sound under the basic method. No doubt a number of 
corporations will set up reserves to provide for this. 
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ly in the inventories. Whereas under the basic method 
until the minimum quantity is again on hand the excess 
of current cost over basic cost will be absorbed. 

With so much attention concentrated on how any pro- 
cedure affects taxes it seems quite probable that other 
important considerations are in danger of being overlooked. 
To those who had some experience of the disastrous results 
of the collapse of prices after the last war, these other 
considerations do not require to be emphasized. 

It is probable that the tax on undistributed profits made 
those concerned in the United States conscious of profits 
which had been earned, according to accounting conven- 
tion, but had not been realized. But the last-in, first-out 
method is not a cure for all inventory troubles, it may 
even add to them if improperly applied. If approved for 
taxation in this country, as it should be, it will mitigate, 
in those cases in which it can be used, the unfairness of 
paying heavy taxes on profits earned but not realized in 
one year, with no allowance for a loss in the next. But 
there are many concerns to which neither the basic nor 
the last-in, first-out method can be properly applied. What 
about these? 


The Dominion Income Tax Department will presumably 
allow a taxpayer to reduce the profits reported for the 
previous year by the actual loss involved in realizing the 
inventory. In actual practice it is so difficult to establish 
the amount of the loss involved that the department prob- 
ably does not receive a great number of claims of this 
nature. Is not the real solution of the problem, so far as 
taxation is concerned, for the department to develop, par- 
ticularly at this time with the Excess Profits Tax Act coming 
into force, a fair and workable plan for taking losses into 
account? There is no use placing all responsibility for 
the present procedure on the taxing authorities, they also 
have their troubles, and it is natural for them to avoid 
further complications if they can. The responsibility rests 
to a great extent with the taxpayers, accountants and par- 
ticularly those industries in which earnings fluctuate widely. 
If these have not the perseverance to make it judicious for 
governments to recognize the general principle that the 
higher the rate of tax the greater the necessity for the 
basis of assessment to be equitable, then they deserve to 
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pay taxes on profits which are not realized and may never 
be realized. We all know that with the tremendous cost 
of the war we must pay very high taxes, it is not a matter 
of reducing the total amount collected but of making the 
basis of collection as equitable as possible. 

The following data and notes were prepared before the 
publication of “Inventories and Taxes” by Edward A. 
Kracke, C.P.A., chairman of the special committee on in- 
ventories of the American Institute of Accountants 
(The Journal of Accountancy, December 1939), an article that 
should be read by those interested in the last-in, first-out 
method and the principles applicable to the valuation of 
inventories. In connection with the requirements for the 
successful application of the last-in, first-out method stated 
therein, it is perhaps worth noting that in a marginal case 
the advantages of stabilizing a proportion of the inventory 
may be the deciding factor. They should also read the 
article by Mr. George O. May, who needs no introduction 
in Canada, in the January 1940 issue of The Journal of Ac- 
countancy. Amongst other important points mentioned is the 
possibility that treasury regulations, when issued, may con- 
tain a provision that purchase and sale commitments are 
to be included in inventory determined on a “last-in, first- 
out” basis when they are necessary to balance accurately 
current costs against current sales. 

Source of Basic Figures—The object of this study, then, 


is to show the variations in annual costs and therefore 


profits (or losses) due to different methods of valuing stock 
on hand over a number of years. In order to do this it 
seemed necessary to select and construct figures which, 
while not applicable to any particular industry or business, 
would reflect to some extent conditions which have existed. 
It is possible a better method could have been chosen, 
and in order to disclose any weaknesses in the construction 
of the data and how the assumptions vary from the con- 
ditions which may exist in specific cases the methods used 
and figures are disclosed in some detail. 

No attempt has been made to show the actual operating 
results but only the variations due to the different inven- 
tory methods employed. It has also been assumed that the 
figures apply only to a raw material (or a group of raw 
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materials), although they might within limitations, which 
I trust will be apparent, apply to other stock on hand.” 

The publication, “Canadian Index Numbers of Industrial 
Material Prices,” (The Dominion Bureau of Statistics, 1939) 
furnishes a table showing the monthly index figure for 
thirteen sensitive manufacturing materials for the period 
January 1926 to November 1938. This table has been used 
as the market value in cents of the material or group of 
materials under consideration. 

The Index of Manufacturing Production (1926 = 100) of 
the Bureau has also been used to determine the annual con- 
sumption of material. This index is shown in Table 4 at 
the end of this article. 

Inventory Requirements—lIt has been assumed that with 
production at the level of 100.0 the units of material re- 
quired to be carried in stock are 100,000 (representing two 
months’ requirements), that the amount of stock on hand 
required varies directly with production, and that the level 
of production at the end of a year is the average of that 
year and the succeeding one. 

It was also decided that some variations should be made 
on account of changing market conditions and that, while 
the normal inventories had been fixed at two months’ re- 
quirements, in times of unfavourable market conditions it 
was possible to reduce stock on hand by from ten per cent 
to fifteen per cent, the latter reduction only being possible 
when operating at a high level. It was also decided that 
at the end of 1928 and 1936 additional stock to that normal- 
ly required should be carried on account of the favourable 
market conditions prevailing at those times (selected from 
the index of prices). 

Purchases—In order to determine the values of the in- 
ventories it was necessary to make assumptions regarding 
purchases. As already stated the material consumption 
was fixed according to the Index of Manufacturing Produc- 
tion, and with production at 100.0 the inventory is 100,000 


2It is apparent that in order to obtain the best results from the 
last-in, first-out method different grades (or sizes) of the same material, 
etc. should be grouped. If the differentials in prices between various, 
say, grades contained in the group and the grade selected as the base 
for the group are not fixed, little difficulty will be encountered if the 
differential from the current price of the base grade is recorded as 
each lot is purchased. 
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units, which is two months’ requirements, and the con- 
sumption of material for the year, 600,000 units. The ma- 
terial consumption for each year was obtained by multiply- 
ing 600,000 units by the index number of manufacturing 
production for that year. 


It was next decided that for the purpose of determining 
the cost of purchases normal purchases would be distributed 
evenly throughout the year or an equal quantity in each 
month. This is unlikely to be the case in actual practice, 
but it has the effect, which seems fair, of fixing the average 
cost of normal purchases at the average price for the year. 
This procedure also affects the inventory values as the 
cost of a proportion of the stock on hand is determined by 
the month in which it was purchased. 


The above applies to what has been classified as normal 
purchases, but certain adjustments of the stock on hand 
have been classified as price structure changes (see Table 
1). In allocating these purchases (or reductions of pur- 
chases) to months it has been assumed that any such in- 
crease has taken place equally in the three months in which 
prices were lowest during the year, and that any such de- 
crease was made by reducing normal purchases equally in 
the three months in which prices were highest. 


The following is an example of the above procedure: 


1929 Units 


Opening inventory 140,400 
Less Closing inventory 


Reduction 48,700 
Required for production, 600,000 x 117.7 (index) 706,200 


Actual purchases 657,500 
Add Reduction re price structure 41,200 


Normal purchases 


Average per month 


Prices were highest in the months of January, February 
and March and the actual purchases were as follows: 
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Net 
Normal Reductions Purchases 












PONE os gs sea scawanar 58,225 13,733 44,492 @ 90.8c $ 40,398.74 
NE dS oc ka sane ee 58,225 13,733 44,492 @ 91.2 40,576.70 
DONNA Nec sicran chew ax 58,225 13,734 44,491 @ 92.6 41,198.67 
DNS avs cccawhuis eS 524,025 524,025 @ 85.8* 449,613.45 








$571,787.56 









698,700 41,200 657,500 





*average price for 9 months, 










It may be said that in making adjustments from the 
normal inventory required it was deemed advisable to con- 
fine the size of them, in order not to introduce into the 
variations of profits, due to the different inventory methods 
employed, an element which might be attributed to specu- 
lative buying. 

Fixing the Inventory at Two Months’ Requirements— 
The assumption which was adopted with more hesitation 
than any other was that the normal inventory require- 
ments equal two months’ consumption. In some businesses 
it is necessary or advisable to carry more stock on hand, 
in others less. There is also the fact that in some cases 
the inventory methods other than cost (first-in, first-out) 
apply not only to raw materials but also to other inven- 
tories, and if all inventories are assumed to be included 
it would tend to increase the relative stock on hand. 

One effect of the above assumption (together with the 
assumption that normal purchases are spread equally 
throughout the year) is that there is very little variation 
between the inventories at cost (first-in, first-out) and the 
inventories at cost or market whichever is the lower,— 
that is taking market as being the December index price 
(1926 on account of the arbitrary value is an exception). 
The values at cost or market, whichever is the lower, were 
compiled but on account of the fact noted above are not 
stated in the tables. 

The variations due to the different methods used in 
valuing inventories will vary more or less directly with the 

‘ number of months’ consumption it is required to carry. 
That is if the assumption had been made that it is neces- 
sary to carry four months’ requirements instead of two, 
the variations in costs, inventories and profits between the 
different methods would be doubled subject to the fol- 
lowing: 
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Cost (first-in, first-out): The inventories instead of be- 
ing composed of, say, November and December purchases 
would be, for example, the purchases for these months and 
September and October. 


Basic: The same as above for excess over minimum 
stock, but not as widely spread in either case. 


Last-in, first-out: The excess over the amount contained 
in the opening inventory is, if substantial, spread over more 
months at the beginning of the year. 

In so far as the price variations between any given 
consecutive months are to some extent a matter of chance, 
it seems questionable whether the assumption that the in- 
ventory requirements are four months instead of two would 
result in a better general test of the results attained by the 
different methods of valuing inventories. That the method 
adopted by companies which are forced to carry heavy 
stocks is of more importance than in other cases is beyond 
question. That is unless in such cases there are better 
facilities for hedging. 

Quantities for Stabilizing and Prices Thereof—The num- 
ber of units contained in the inventory at 31st December 
1926 is the normal quantity arrived at in the same manner 
as used for subsequent years, and has been valued at 99.7 
cents per unit, which is the average price for 1926 and 
arbitrary. 

The price of 54.2 cents used in the second example of 
the last-in, first-out method was selected in order to make 
the closing inventory in 1938 under this method equal to 
the same inventory at cost (first-in, first-out). And the 
same procedure was followed in selecting the basic price of 
51.2 cents. 

There is considerable scope for good judgment in select- 
ing the basic price, which undoubtedly should be a low one. 
And if at the end of a depression year the market value 
is below the basic value, it would seem that some dis- 
closure of this condition should be made on the balance 
sheet. It should also be realized that the initial price 
under the last-in, first-out method is of the same importance, 
for as subsequently noted there is an undetermined mini- 
mum which normally is always carried at the initial price. 

The minimum quantity of 72,900 units selected for 
stabilizing in the example of the basic method is the average 
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of the quantities contained in the closing inventories for 
1931, 1932 and 1933. There is no particular merit in this 
selection apart from the fact that the resulting quantity 
is low, and therefore perhaps not as objectionable to those 
who prefer other methods. But it would seem that some 
average quantity based on inventories in the depression 
years should be used in determining the normal minimum. 

In 1927 due to the use of 99.7 cents as the average unit 
price in the inventory for 1926 instead of 95.2 cents, which 
would be the approximate average unit price on the cost 
(first-in, first-out) basis using the assumptions applied in 
determining the inventories in the following years, the 
profits under the cost (first-in, first-out) method have been 
reduced $4,518.00. The variations from profits on that basis 
shown in Table 4 for 1927 should be reduced in order to 
obtain the actual changes based on index price changes. 
The adjusted figures are shown in brackets in that table. 

In the example shown in the tables of the basic method, 
the first-in, first-out method has been used for stock in 
excess of the minimum stabilized quantity, and in valuing 
this additional stock market has been ignored (it makes 
practically no difference) .* 

General Conclusions — Under the last-in, first-out 
method in a declining market the lower costs of materials 
currently purchased are applied against the current sales, 
thus leaving in the inventory to be applied against future 
sales the higher cost material acquired earlier in the year 
or, if this has been exhausted, the material contained in the 
opening inventory. If the average price at which the in- 
ventory is carried is not a sound one such procedure can 
hardly be justified. As no one can foresee the future with 
accuracy, it seems most desirable that the initial value 
placed on the inventory under this method should be a 
conservative one and take into account the values which 
are likely to exist during depression years. 

It should be noted that under the last-in, first-out method 
the initial price applied to the quantity on hand at inception 
of the method does not change but the quantity to which it 
applies may decrease through lower subsequent inventories, 
due to the business cycle, changes in product or unforeseen 





3In the examples of the last-in, first-out method, this method (last- 
in, first-out) has been used in valuing increases in stock on hand (see 
options under United States tax regulations). 
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contingencies. It is also possible that after such a reduc- 
tion has occurred occasion may arise again to carry a larger 
stock of the item and, if such increase is substantial and 
occurs in a period of high prices, the average price at which 
such item is carried may be materially higher than the 
original price at the inception of the method; this higher 
price will prevail until the quantity on hand of the item 
is reduced and will be eliminated only to the extent of such 
reduction. A query which might be made is whether or 
not such reductions in the quantity temporarily stabilized 
are based on the lowest quantities held at any time or only 
at the end of a fiscal year. As authorized under the United 
States Revenue Act of 1939 the inventory is priced as being; 
first, those items included in the opening inventory (in order 
of acquisition) to the extent thereof; and, second, those 
acquired in the taxable year. (Section 219 of this Act 
authorizing the use of the last-in, first-out method should 
be of interest to Canadians.) The provision stated appears 
to make it possible to use the last-in, first-out method in 
cases where perpetual inventory records are not kept. But 
if the stock is diversified, chronological records of the quan- 
tities purchased and costs would be of great assistance in 
pricing the inventory. If the last-in, first-out method is 
applied to raw materials it should not be difficult to de- 
termine the effect of this, that is to ascertain the relative 
value of any part of the inventory. If this method is also 
applied to, say, the diversified active stock of finished pro- 
ducts made from such materials, in which the quantities 
and kinds do not vary greatly, there should not be complica- 
tions. To a person who has not had the opportunity of 
studying the results of this method applied to finished 
products or stocks of merchandise which are diversified, 
with considerable variations in the quantities and kinds 
carried from year to year, it appears questionable whether 
or not good results would be obtained, and that it might be 
difficult to determine what those results were without also 
taking the inventory on a cost or market basis. Given a 
steadily rising price level and not too much variation in 
the kinds and quantities of items (or groups of items in 
cases where grouping is applicable) carried, there is not 
much doubt that the tendency would be to keep the value 
of the inventory down. The initial prices adopted at in- 
ception, however, should be low. 
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On account of the necessity of low initial values as a 
base for adopting the last-in, first-out method, it is easier 
to adopt it in a period when prices are low, or were low 
at the beginning of the fiscal year. If, however, the meth- 
od is adopted at a time when prices are higher and is placed 
on a sound basis by making a surplus adjustment, it follows 
that if the initial quantity in the inventory is subsequently 
reduced part of the amount written off is brought back into 
earnings. An example of this may be taken from the tables: 
In 1926 (see Table 4) $45,682.00 was written off to stabilize 
the inventory at 54.2 cents; up until 3lst December 1929 the 
quantity did not drop below the initial quantity of 100,400 
units; at that time it dropped to 91,700 units. The dif- 
ference of 8,700 units at (99.7—54.2) cents has gone into 
the earnings for the year ended 3lst December 1929 under 
the last-in, first-out method. If a reserve of $45,682.00 had 
been set up and the inventory prices not reduced, then if 
desired the reserve could have been reduced in 1929 and 
the adjustment carried to surplus. 

If the last-in, first-out method is applied in cases where 
current selling prices do not reflect current raw material 
prices some variations will be introduced into monthly oper- 
ating statements. However, under the first-in, first-out 
method similar conditions may exist. 

It should be noted regarding the basic method that 
apart from the stabilized minimum of stock on hand, if the 
first-in, first-out method is used the effect of eliminating 
the minimum quantity is to bring the purchases applied 
against current costs very much closer to those being made 
currently. This effect is retarded when the inventory is 
increasing more rapidly than requirements, and accelerated 
when the inventory is decreasing more rapidly than re- 
quirements, as it is the excess over the minimum stabilized 
quantity that is first applied to current requirements, which 
of course also vary. 

If the first-in, first-out method is used for the excess 
over the minimum stabilized quantity as noted above, there 
may or may not be a larger lag in the application of cur- 
rent purchases to costs than desired in years in which heavy 
inventories are carried. This lag can be overcome by using 
the last-in, first-out method for stock in excess of the 


4This can be modified by the use of the cumulative average unit 
cost of goods purchased or produced for the year to date. 
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minimum, and the only difference there would then be from 
the last-in, first-out method is the fact that the minimum 
quantity and basic price are fixed permanently. In prac- 
tice for items (or groups of items) which are carried in 
more or less permanent quantities, subject mainly only to 
variations of volume requirements, under the last-in, first- 
out method there are undetermined minimum quantities 
carried at permanently fixed prices. In brief, if the mini- 
mum quantity is fixed low for the basic method (as it has 
been in the example shown in the tables) and combined 
with the last-in, first-out method for quantities in excess 
of the minimum there are not likely to be, apart from some 
extraordinary circumstance, material variations in profits 
from those determined under the last-in, first-out method 
after the undetermined minimum quantity has established 
itself. If, however, there is a large difference between the 
initial price (under the last-in, first-out method) and the 
basic price, this difference will continue to be reflected in 
the inventory values. 

It would appear that the last-in, first-out method can 
be applied in more cases than the basic method, and there 
is probably more danger that it may be used where it is 
not advantageous. 

The following is an extract from “Inventory Valuation 
of Public Manufacturing Companies” (James W. Taylor, 
F.C.A., THE CANADIAN CHARTERED ACCOUNTANT, November 
1939) : 

“The basic stock method has not been adopted in any 
general way in Canada, even by the industries to which 
it is considered chiefly to apply, such as: 

(a) Industries producing basic raw materials. 

(b) Industries in which the greater part of the cost of 
the finished product is the cost of the basic raw 
material entering into its manufacture. 

(c) Industries where the processing period is lIeng, 
necessitating the keeping in process of a constant 
minimum amount of raw material of considerable 
importance.” 

It is probable that the basic method could with advant- 
age, if it were not for tax complications, be more widely 
applied than is generally considered feasible. To some ex- 
tent the considerations which limit the application of the 
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basic method tend to limit the advantageous application of 
the last-in, first-out method. 

Variations in Profits—A few brief comments on the 
changes in the distribution of profits between the years 
under consideration may be in order. 

In considering the variations shown by the last-in, first- 
out method from cost (first-in, first-out), if the differences 
between those shown at an initial price of 99.7 cents and 
those at an initial price of 54.2 cents are examined, the fol- 
lowing will be noted: The first difference is in 1929 when 
the number of units dropped below the original quantity on 
hand at the time the method was commenced; and there 
are then differences in each year to and including 1932 (due 
to the decreasing quantity) when the undetermined mini- 
mum (for the cycle) was reached; from then on there are 
no differences. 

Comparing the last-in, first-out at the initial price of 
54.2 cents with the basic (minimum at 51.2 cents) it is 
apparent that there is a decided tendency for the variations 
from cost (first-in, first-out) shown by the basic method 
to be smaller than those shown by the last-in, first-out. 
This is accounted for by the fact that under the latter 
method the quantity stabilized in the first part of the table 
until the end of 1931 is always greater than the minimum 
quantity of 72,900 units selected in the basic method; in 
1931 and 1932 the variations are approximately the same, 
then on account of the increasing quantity stabilized, that 
is at least temporarily stabilized, under the last-in, first-out 
method the differences become greater. There is also a 
variation because under the last-in, first-out method the 
quantity not stabilized (or not temporarily stabilized) is 
priced at prices prevailing during the early months of the 
year. 

Regarding the variations from the cost (first-in, first- 
out) method, these, of course, are due to the differences 
between the variations in the opening inventories and the 
variations in the closing inventories. It will be noticed that 
the largest variations do not occur in the years in which 
production is lowest. Some of the largest variations with 
some of the factors which tend to account for them and 
the index of manufacturing production are as follows: 
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Change Changein Number Index of Variations from cost (first-in, first-out) 
in number market price of units of manu- Last-in, Last-in, 
of units December to onhand facturing first-out first-out Basic 
Year onhand December atend production 99.7 cents 54.2 cents 51.2 cents 


1928 .... 88,500 7.8* 140,400 11,277.69 11,277.69 5,785.19 
1980 .... 9,500% 26.7% 82,200 20,077.79 24,400.29 19,323.69 
1982 .... 2,100% 11.9* 69,300 6,312.52 1,268.02 7,331.02 
19383 .... 8,700 11.6 78,000 le 8,653.05* 8,653.05* 7,367.85° 
19356 .... 10,100 11.4 107,100 18,269.23*  13,269.23* 9,188.83° 
1986 .... 71,600 8.4 178,600 7,369.09* 7,369.09* 653.31° 
1987 .... 80,500* 9.6* 98,100 8,995.20 8,995.20 1,082.02 


*Decrease. 


TABLE 1 
Inventory Requirements 


Normal Classified 

Index of inventory Variations Total as price 
manufacturing required from inventory structure 
production* at end normal at end changes 


Units Units Units Units 


100.0 100,400 100,400 
100.8 106,900 5,000 101,900 5,000 
113.0 115,400 Additional 25,000 140,400 30,000 
117.7 107,900 15% 16,200 91,700 41,200 
98.0 91,300 10% 9,100 82,200 
84.6 79,300 10% 7,900 71,400 
74.0 77,000 10% 7,700 69,300 
79.9 10% 8,700 78,000 
93.4 97,000 9,700 
100.5 107,100 
113.7 Additional 60,000 178,600 60,000 


123.4 15% 17,300 98,100 77,300 
108,700 108,700 10,900 


seieae., Ae 
(6 months) 


*According to the Dominion Bureau of Statistics. 
Increases shown in bold type. 


TABLE 2 
Stock on Hand at End of Year 


Increase or decrease from cost (first-in, first-out) 
Last-in Last-in 
Cost First-out First-out Basic Basic 

Number (First-in 99.7 cents 54.2 cents 51.2 cents for 54.2 cents for 
of units First-out) Initial Initial Minimum Minimum 
100,400 $100,098.80s Nil 45,682.00 35,356.50 33,169.50 
101,900 95,010.14 6,489.66 39,192.34 30,338.34 28,151.34 
140,400 120,191.95 17,767.35 27,914.65 24,603.15 22,416.15 
91,700 75,036.78 16,388.12 25,335.38 22,389.98 20,202.98 
82,200 45,487.49 36,465.91 935.09 3,066.29 879.29 
71,400 33,637.80 37,548.00 5,061.00 2,919.00 5,106.00 
69,300 25,231.58 43,860.52 12,329.02 10,250.02 12,437.02 
78,000 36,860.03 35,207.47 3,675.97 2,882.17 5,069.17 
97,000 42,576.85 38,382.65 6,851.15 5,400.15 7,687.15 
107,100 60,078.18 25,113.42 6,418.08 3,738.18 1,551.18 
178,600 107,688.07 17,744.33 13,787.17 4,391.49 2,204.49 
: 98,100 54,393.07 26,739.53 4,791.97 3,359.47 1,172.47 
ecocee 108,700 65,227.71 31,533.49 1.99 32.89 2,219.89 


s—Arbitrary (see notes under selection of quantities for stabilizing, etc.) 
(Decreases shown in bold type. 
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TABLE 3 
Average Unit Price of Inventory 


Last in, Last-in, 
Cost First-out  First-out Basic Market Market (Monthly price) 
First in, 99.7 54.2 51.2 for December High Low 
First-out _ Initial Initial Minimum Price and Month and Month 


2006 ..-. 8.7% 99.7 54.2 94.6 112.1/1 94.6/12 

10387 .... 93.2 99.6 54.8 2 94.3 94.3/12 91.9/7 

1928 .... 865.6 98.3 65.7 > 86.5 94.7/1 83.7/9 & 10 

1928 .... 818 99.7 54.2 o 81.5 92.6/3 81.56/12 

1930 .. 55.3 99.7 54.2 é 54.8 81.8/1 54.8/12 

1981 .. 47.1 99.7 54.2 ° 47.7 53.3/1 44.4/9 

19382 .... 36.4 99.7 54.2 . 35.8 46.8/1 

2088 as 47.3 92.4 52.0 61. 47.4 52.8/7 

apes ... 43.9 83.5 51.0 . 44.2 49.1/2 

1936 .... 66.1 79.5 50.1 x 55.6 66.6/11 

1936 .. 60.3 70.2 52.6 Z 64.0 64.0/12 

1937 .... 65.4 82.7 50.6 < 64.4 17.9/3 54.4/12 

1938 .. 60.8 79.8 50.8 J 50.1 53.1/1 46.5/6 
Approximate 


*—Arbitrary (see notes under selection of quantities for stabilizing etc.) 


TABLE 4 
Profits Determined on Cost (First-in, First-out) Basis 


Index of Last-in, First-out Last-in, First-out Basic 
Manufacturing 99.7 cents Initial 54.2 cents Initial Minimum at 51.2 cents 
Production Increase Decrease Increase Decrease Increase Decrease 
1926 .... 100.0 $45.682.00 $35,356.50 
1927* ... 100.8 $ 6,489.66 
a9z7* ... (1,971.66) (1,971.66) (1,737.66) 
1928 .... 113.0 11,277.69 11,277.69 cece 5,735.19 
1929 .... 117.7 ° 2,579.27 2,213.17 
1930 .... 98.0 20,077.79 24,400.29 19,323.69 
1931 . 2 1,082.09 5,996.09 5,985.29 
1982 ... - 6,312.52 7,268.02 7,331.02 
1933 .... le oenene 7,367.85 
oe 3,175.18 
1985 .... le evecee 13,269.23 9,138.33 
1936 ... 7 eoccce 7,369.09 653.31 
OST 20 8,995.20 8,995.20 1,032.02 ‘ 
5088 2... 4,793.96 4,793.96 3,392.36 


$62,204.09 $30,670.60 $74,975.36 $74,973.37 $52,548.88 $52,515.99 


Difference—Closing 
inventory 31,533.49 1.99 32.89 


$62,204.09 $74,975.36 $52,548.88 


*See notes under selection of quantities for stabilizing etc. 
Decreases shown in bold type. 


TABLE 5 
Material Costs Absorbed 


Average Cost per Unit (Cents) 


Number of First-in, First-in, Last-in, First out Basic 
Units First-out First-out 99.7 cents 54.2 cents 51.2 cents 


604,800 $570,376.65* 94.31* 93.24 93.24 93.48 
678,000 602,138.69 88.81 87.15 87.16 87.97 
706,200 616,942.73 87.36 87.56 87.00 87.05 
588,000 413.673.29 70.35 66.94 66.20 67.07 
507,600 252,300.89 49.70 49.49 48.52 48.52 
444,000 180,747.22 40.71 39.29 39.07 39.06 
479,400 202,159.35 42.17 43.97 43.97 43.71 
560,400 258,855.58 46.19 45.62 45.62 45.74 
603,000 285,370.07 47.33 49.53 49.53 43.84 
682,200 378,118.01 55.43 56.51 56.51 55.52 
740,400 496,711.21 67,09 65.87 65.87 66.95 
644,400 325,759.66 50.55 49.81 49.81 50.03 


*—Arbitrary (see notes under selection of quantities for stabilizing etc.) 
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STOCK EXCHANGE AUDITS 
By Andrew Stewart, New York City 


Editor’s Note: We are indebted to Mr. Stewart for his thoughtful- 
ness in sending to us a copy of his article on the surprise audits of 
the New York Stock Exchange which was published in the New York 
Herald Tribune on 28th January. Audits of this nature were adopted 
by the Toronto Stock Exchange some ten years ago. The important 
difference is that, according to our information, the dates on which 
the surprise audits of the New York Exchange are carried out are 
left to the decision of the auditors and there is in consequence no 
concerted action, while in Canada firms of accountants act under the 
direction of the Exchange auditors. 


7. NEW YORK Stock Exchange, through its enuncia- 
tion of a ruling requiring member firms doing business 
with the public to have surprise examinations made by inde- 
pendent public accountants at least once a year, coupled with 
a previous ruling that the audited financial statement made 
as a result of such surprise examination must be made 
available to all customers, has taken a forward step in the 
dissemination of authentic information which is far ahead 
of the position of banks and of those railroads which do not 
publish audited statements. 

As a result, every customer of a member firm now has 
the means of ascertaining the financial standing of any firm 
with whom he may have dealings and has the advantage of 
knowing that the certified statement which he may procure 
_ is the result, not of an examination of which notice had been 
given, but of one made independently and on a surprise 
basis. The result of these rulings by the Exchange cannot 
fail to strengthen public confidence. 

The background for the new ruling regarding audits will 
be found in the report of the Public Examining Board on 
Customer Protection, dated 3lst August 1939, in which, inter 
alia, the committee recommended that the annual audit of 
member firms by public accountants be conducted on a sur- 
prise basis, without previous notice to the member firms. 
It was further recommended that the independent account- 
ants, while selected by the member firms, should receive 
their original audit instructions from the Exchange officials 
and be directed to report their findings and conclusions to 
the Exchange as well as to the firm itself. 
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Called Forward Step 


The adoption of the ruling discussed herein for the pur- 
pose of giving effect to one of the recommendations of the 
Public Examining Board will undoubtedly be received by 
the public and by member firms generally as a forward step. 
So far as the profession of accountancy is concerned, it 
gives further recognition to the important part played by 
accountancy in business and financial affairs and gives an 
added degree of independence to clientele relationships, in 
that the independent accountants are precluded from giving 
any prior notice to their member firm clients of the date 
as of which examinations are to be made. 

While the recommendation of the Public Examining 
Board was made as a step in their program for customer 
protection, it cannot be too strongly stated and it should be 
kept in mind in the reading of what follows, that the history 
of member firms of the New York Stock Exchange over a 
long period of years presents an enviable record as to solv- 
ency as compared with commercial firms and banks, and 
further that dishonesty is only an occasional circumstance. 


Nevertheless, it seems that the Street as a whole, in spite of 
its excellent record, should welcome a ruling of this sort 
in the hope that it may, to some extent at least, protect 
the business from the damage which the occasional pecula- 
tions of one individual might inflict, and at the same time 
strengthen public confidence. 


Advance Notice Given 

For an understanding of the advantages of surprise ex- 
aminations, it is necessary to review the procedures hereto- 
fore followed in carrying out examinations of the affairs of 
member firms. Each month the Exchange, acting through 
its Committee on Member Firms, has selected a certain 
number of firms who were requested to have an examination 
made and a questionnaire answered as of the closing day of 
such month. 

The requests for the examination and questionnaire 
were delivered to the member firms, usually about the twen- 
tieth day of the month, or approximately ten days in ad- 
vance of the date as of which the examination was to be 
made. Not only the partners of the member firms but often 
the employees as well, had advance notice of the date of 
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the prospective examination. The Public Examining Board 
apparently felt that the ten days’ notice of the examination 
might make it possible to “window dress” or to cover up 
situations that might otherwise be disclosed. 

The first step in a surprise examination is to assume 
audit control of all securities and cash, and to maintain 
such control as long as is necessary. Thus, no securities re- 
ceived after audit control is established would be permitted 
to be included in the position as of the date of the examina- 
tion except those received in the ordinary course of busi- 
ness. If a shortage in securities existed through improper 
withdrawal, any attempt to conceal it through delivery of 
securities to the firm after the examination was commenced 
should be immediately brought to light. 

From the point of view of the member firm itself, the 
making of examinations on a surprise basis should enable 
the individual partners to make a better estimate of how 
carefully their employees carry out their duties and should 
afford them a better assurance as to fidelity of employees 
and their general functioning. 


Effective in February 


It should not, however, be assumed that surprise exam- 
inations are a panacea for the disclosure of all types of fidu- 
ciary lapses or for the prevention of failures. For instance, 
the misappropriations of a partner of a member firm who 
may act in a fiduciary capacity for an outside interest and 
-who misappropriates cash or securities belonging to such 
outside enterprise, the cash and securities in such case not 
being in the custody of his firm and therefore not recorded 
on its records, would not necessarily be detected through 
a surprise examination, or in fact, through any type of 
examination of his firm’s affairs. 

The ruling announced by the committee on member 
firms under date of 19th January 1940 is made effective 1st 
February 1940, and it applies to every member firm doing 
any business with others than members and member firms. 
Such firms are required to have an annual audit of their 
affairs conducted by independent public accountants at a 
date to be selected by such accountants without prior notice 
to the member firms. Each such member firm is requested 
to select independent public accountants and to notify the 
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committee on member firms of their selection not later than 
1st April 1940. 

Upon selection of the accountants, each member firm 
must obtain from them an agreement in writing which must 
be submitted to the committee on member firms. This 
agreement, which is in the form of a letter addressed by 
the accountants to the member firms, confirms that the ac- 
countants have been selected to make an audit during the 
calendar year in accordance with the audit regulations 
of the committee on member firms and to prepare an answer 
to its financial questionnaire based upon such audit. 

Under the previous practice there were certain practical 
advantages which, because of their elimination under the 
new ruling, may be considered as disadvantages of the new 
procedure. None is, however, of such great importance as 
not to be overbalanced by the advantages described above. 


Systems Compared 

Under the old system the independent accountants confer- 
red with the member firm soon after the 20th of the month 
as of the end of which the examination was to be made and 
usually made arrangements for certain things to be done 
in the interim as an aid to the efficient conduct of the exam- 
ination. This arrangement would frequently provide for 
the making of an additional copy of the “bringdown” in 
customer’s statements, i.e., the money and security bal- 
ances in each account and for a copy of the stock record 
showing the firm’s and customers’ positions in all securities. 


Both of these details were of considerable importance in 
speeding up and in lessening the cost of the examination 
and they are essential tools in the conduct of an examina- 
tion under the prescribed procedure. It is obvious, however, 
that their preparation cannot, as formerly, be undertaken 
leisurely in the ten days preceding the date of the examina- 
tion but must now be done under pressure after the un- 
announced arrival of the independent accountants and with 
the attendant additional cost necessitated by the wages and 
hours act. 

The audit regulations of the committee on member firms 
require the use of a “positive” form of confirmation of cus- 
tomers’ balances. An additional copy of the “bringdown” 
is sent by the independent accountant to the customer along 
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with a request for return of the confirmation to the account- 
ant, signed by the customer if he should find it to be free 
from error or omission. Should no reply be received to the 
first request, the accountant is required to send a second 
request. In each case a stamped self-addressed envelope is 
enclosed for the convenience of the customer in replying. 


Confirmations of Accounts 

Looking toward the possibility of reducing the expense of 
this procedure, I believe that the committee on member 
firms has given some consideration to the adoption of a 
procedure with regard to confirmations of customers’ ac- 
counts which is becoming more common in audits of indus- 
trial enterprises, viz., the sending to customers, by the in- 
dependent accountants, of what is known as a “negative” 
form of confirmation which states that the regular monthly 
statement of the member firm is inclosed and asks that, if 
any error or omission appears, the customers should com- 
municate immediately with the accountants. 

Without making any recommendation as to the adoption 
of this procedure, I express the hope that, in view of the 
substantial economies which it would make possible, the 
committee on member firms should give the matter further 
consideration and afford an opportunity to member firms 
and independent accountants alike to express their views. 

In weighing advantages and disadvantages, member 
firms will no doubt keep in mind that, while the new ruling, 
as a step in the program of customer protection, might seem 
unnecessary so far as the preponderant majority is concern- 
ed, nevertheless, the benefits to be derived over a period of 
years in the enhancement of public confidence justify its 
whole-hearted acceptance by the financial community. 
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JUDGMENT RESPECTING LIABILITY OF AUDITORS 
Sharp, Milne & Co. Absolved in Appeal Decision 


(Editor’s Note: We are indebted to the Kingsland Company, pub- 
lishers of the “Dominion Report Service” for kindly supplying us with 
a copy of this judgment.) 


The Court of Appeals of the Province of Quebec on 30th 
January by a majority of three to two reversed a judgment 
real firm of chartered accountants, responsible for de- 
falcations by A. O. Clement, a cashier employed by the 
Claude Neon General Advertising, Limited. The action 
against the auditors had been taken by the Guardian In- 
surance Company of Canada which had guaranteed the 
surety bond of the said cashier to the extent of $5,000, and 
this was the amount for which the insurance company 
sued the auditors. 

Because of the importance of the decision, the judgment 
of Mr. Justice Hall, which expresses the findings of the 
majority of the court, is published in full below. 


HALL, J.:—The company-respondent having, by its policy of 
insurance, guaranteed to the Claude Neon Advertising, Limited, the 
honesty of its cashier, Clement, was, since the cashier turned out to 
be a defaulter, obliged to pay to the Neon Company $5,000, and, having 
received subrogation of that company’s rights, instituted the present 
action against the appellants, alleging that the defalcation was made 
possible because the appellants failed to discharge their obligations 
as auditors; neglected to verify the entries made by Clement in the 
cash book, and, in particular, neglected to check the entries in the 
cash book with the details given in certain duplicate deposit slips 
returned to the company with the bank’s certificate. 

The method adopted by Clement for his successful defalcations 
is described in detail, and there is, fortunately, no dispute about the 
facts. 

Having persuaded the assistant-treasurer of the company, who 
was specifically charged with the supervision of the accounts of de- 
linquent customers, to approve the writing-off of a number of accounts 
of customers who had gone into bankruptcy, whose accounts were 
being collected by attorneys, or had been balanced by compromise, 
Clement, when he received cheques in connection with the customers’ 
accounts which had thus been closed, would hold back the cheques 
until he had collected in cash from other customers an amount 
equal to the amount of the cheques. He would then credit the cus- 
tomers who paid in cash, and deposit in the bank the cheque received 
from the trustee in bankruptcy, or the attorney, pocketing the cash 
received from customers. 

As the appellants were the auditors of the Neon Co. during the 
entire period of Clement’s engagement, they might have discovered 
the fraudulent manoeuvres when first practised, had they, or their 
officers, compared the details of the bank deposit slips with the entries 
in the cash book. 
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But the appellants were of the opinion that the only utility of 
the certified bank deposit slips was to confirm the entry in the cash 
book of the amount deposited in the bank, and that the copies of the 
deposit slips were not vouchers so far as the details were concerned. 
These deposit slips were unusual, in that the names of the makers 
of the cheques were disclosed as well as the amount of the cheque. 

Prior to November, 1935, the company had not provided its col- 
lectors with counterfoil receipt books, but, about that time, a new col- 
lector, one Keen, for his own satisfaction, made use of such a receipt 
book, and, in checking over the counterfoils, Mr. Botting, an audit 
clerk in the employ of the appellants, discovered that Clement had 
appropriated a small payment of $13.50. 

The matter being reported to the appellants, their suspicions were 
aroused, and a complete and detailed audit of Clement’s books was 
undertaken, during the course of which the bank deposit slips were 
checked; the whole system of defalcation discovered, and the shortage 
established at the total sum of $6,756. 

Since it is admitted by the appellants that the defalcations might 
have been discovered much earlier had the deposit slips been checked, 
the fundamental question involved in the present appeal is: Were the 
appellants guilty of negligence in having failed to check those deposit 
slips? 

The learned Trial Judge has answered that question in the af- 
firmative, and, finding the appellants responsible for the loss suffered 
by the respondent, has condemned them to pay the sum of $5,000. 

Since the extent of the appellants’ duty depends largely upon the 
nature of their contract, it is important, as the first step, to discover 
their responsibility in that connection. 

The appellants, having been appointed auditors for the company 
by a resolution of the shareholders, adopted from year to year, it may 
be asserted that their contract was to perform the statutory audit 
provided by section 120 of The Companies Act (24-25 Geo. V, Chap. 
33), which reads as follows: 

“120. (1) The auditors shall make a report to the shareholders 
on the accounts examined by them and on every balance sheet laid 
before the company at any annual meeting during their tenure of 
office and the report shall state 

“(a) whether or not they have obtained all the information 

‘ and explanations they have required; and, 

“(b) whether, in their opinion, the balance sheet referred to 
in the report is properly drawn up so as to exhibit a true and 
correct view of the state of the company’s affairs according to the 
best of their information and the explanations given to them, and 
as shown by the books of the company. 

“(2) Every auditor of the company shall have a right of access 
at all times to all records, documents, books, accounts, and vouchers 
of the company, and shall be entitled to require from the directors 
and officers of the company such information and explanations as may 
be necessary for the performance of the duties of auditor.” 

Having prepared their report, the auditors attached thereto a 
certificate in the following form: 

“Auditors’ Certificate” 

“We have examined the books and accounts of Claude Neon 
General Advertising, Limited, and subsidiary companies, for the year 
ended December 31st, 1931, and have obtained all the information 
and explanations we have required. 

“We certify that, in our opinion, the foregoing Balance Sheet is 
properly drawn up so as to exhibit a true and correct view of the 
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affairs of Claude Neon General Advertising, Limited, and subsidiary 

companies as consolidated, according to the best of our information, 
the explanations given to us, and as shown by the books. 

(Signed) Sharp, Milne & Company, 

Chartered Accountants.” 


In this connection the learned Trial Judge says: 

“Considerant que n’ayant pas de contrat, si les défendeurs veulent 
invoquer certaines limitations, ils étaient tenus d’en faire la preuve 
de facgon absolument certaine, autrement ils sont présumés faire une 
audition compléte de tous les livres. C’est ce qui ressort de la cause 
de Charles Fox & Sons vs. Morrish Grand & Co., ({1918] 59 Acct. L.R. 
p. 29).” 

It is evident from the context that what the trial judge meant 
to say was that there was no written contract, because in the follow- 
ing paragraph, he continues: 

“Considerant que les vérificateurs de cette compagnie ont été en- 
gages pour faire une audition complete des livres et que le but d’une 
telle audition est non pas de faire une comparaison superficielle des 
livres ou d’additionner les chiffres qui y apparaissent, mais d’examiner 
ces livres de facon a s’assurer qu’ils représentent l’état exact des af- 
faires de la compagnie en autant que cela est possible de le faire, 
c’est-a-dire, que toutes les recettes ont été portées a la caisse par les 
employés.” 

In coming to this conclusion, the trial judge has adopted the 
opinion of Mr. Parent, the respondent’s principal witness, who says: 

“Dans un cas comme celui 1a, quand les auditions ne doivent 
pas etre complétes, il faut que le contrat le specifie. En l’absence 
de contrat l’impression générale est que l’audition doit étre compléte.” 

I am unable to agree with this interpretation of the relations 
between the parties. The contract which was concluded in virtue of 
their appointment by a resolution of the shareholders, was one in 
virtue of which the appellants assumed the specific duties referred 
to in The Companies Act, and that, had it been the intention of the 
company to require a complete and detailed audit, they should have 
provided therefor in definite terms. 

That the Neon Company had no thought of a complete and de- 
tailed audit appears conclusively from the fact that they specifically 
exempted the appellants from the responsibility of checking the cus- 
tomers’ accounts, for the supervision of which they had provided 
internal control by way of a balance of the customers’ ledger cards. 
During the progress of the audit, Mr. Botting suggested to the com- 
pany’s manager, Mr. Turner, that a check should be made of the 
customers’ accounts by letter, but the latter declined to adopt the 
suggestion as he was of the opinion that the company’s own check 
was sufficient. 

Nor does it appear that the auditors were expected to check the 
accounts written off by the assistant-treasurer. The responsibility 
for that particular work was, as will be noted more fully hereafter, 
assigned to Mr. Tulloch, and it was not for the auditor to question 
the discretion of an officer of the company in the exercise of a func- 
tion specifically assigned to him by the manager. 

In my opinion, therefore, the respondents had assumed the obli- 
gations of a specific contract, one that called for the statutory audit 
referred to by The Companies Act, which is very different from a 
complete and detailed audit, which is the only kind of audit referred 
to by Mr. Parent, and which the trial judge has adopted as the standard 
of the appellants’ responsibility. 
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The question involved in the present appeal is, therefore, whether, 
for the purposes of the statutory audit, it is incumbent upon the 
auditor to check in detail the certified copies of the deposit slips. 

Before examining that question in detail, it may be opportune 
to consider the respondents’ duties with regard to the checking of 
accounts written off. It is clearly established by the evidence that, 
although Clement had control of the customers’ accounts while they 
were in good standing, as soon as they fell into arrears and the cus- 
tomer became delinquent, the responsibility for their ultimate collection 
or cancellation devolved upon Mr. Tulloch, the assistant-treasurer. 

Mr. Turner says: 

“As you are probably aware, the company had several hundred 
customers, and, commencing with the year 1931, the company was 
faced with the fact that a good number of the company’s customers 
were going into bankruptcy from time to time, and because we fore- 
saw something like this we endeavoured to cover ourselves in that 
way. I issued instructions to Mr. Tulloch, my assistant treasurer, 
that he should take personal responsibility for cleaning up bankrupt 
accounts, When the bankrupt estate of a customer was wound up, 
Mr. Tulloch’s job was to see to it that we had received whatever 
dividends were due to the company as disclosed by the report of the 
trustee, and to authorize the balance of the account being written 
off as a bad debt. Mr. Tulloch was instructed to signify his scrutiny 
of the whole transaction by placing his initials on the entry writing 
off the bad debt.” 

Although Tulloch himself at first asserted that he had nothing 
to do with the accounts, he ultimately admitted that the delinquent 
accounts were handed over to him, and he finally adds: 

“Q. So that any account that was written off was after it had 
passed through Clement’s jurisdiction into your jurisdiction? 

“A, Yes.” 

It is important to note that, as Mr. Turner says, the account 
of a customer gone into bankruptcy, was not to be written off as 
a bad debt until whatever dividends were due had been received, and 
that Tulloch fully understood this elementary rule appears from his 
answer. 

“Q. Now, how long would Clement attempt to collect an account 
before it was considered delinquent? 

“A. Well, it depended on the account ....; if there was a _ settle- 
ment through the lawyer, there would be no more to collect on it; 
if it was a bankruptcy account, he would not write it off until the 
bankruptcy had been finished and the proceeds distributed.” 

In the present instance, it is abundantly clear that Tulloch failed 
to do his duty in connection with the accounts that were written off. 
He approved the writing-off of a number of accounts presented to 
him by Clement, which were not finally disposed of. Some were 
bankrupt estates, in which dividends were still to be expected from 
the trustee; others were accounts being collected by lawyers who had 
not reported that the same were uncollectable and, on the contrary, 
made later remittances. Nevertheless, without assuring himself that 
the accounts were “dead,” Tulloch, by initialling the items, indicated 
his approval that they should be written off. 

It is elementary that, when an account is written off, the cus- 
tomer’s indebtedness to the company is finally cancelled by an entry 
charging Profit & Loss with a corresponding amount. As a result of 
this entry, the customer’s account would no longer figure in the assets 
as forming part of the total of accounts receivable. Had the account 
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been entered in a ledger in the old-fashioned method of bookkeeping, 
it would have been closed and ruled off. 

Under the system followed by the Neon Company, the customers’ 
accounts were not kept in a ledger, but on cards, and, since it does 
not appear from the cards themselves that a credit entry was made 
thereon to balance the charge, the cards must have been eliminated 
from the drawer in which the current accounts were reserved. 

The record does not disclose exactly how they were treated, but 
there can be no possible doubt that, when an account was “written 
off,” the customer no longer appeared as a debtor of the company. 

As the appellants were, as has been noted above, relieved from 
the responsibility of checking the outstanding customers’ accounts, 
and had been authorized to accept in that connection the bookkeeper’s 
balance, which, in the opinion of the manager, Mr. Turner, was ef- 
fectively checked by the company’s system of “internal control,” they 
were, in my opinion, entitled to assume that the accounts were properly 
written-off, and that the items in question, no longer being found in 
“accounts receivable,” were no longer assets of the company. 

Mr. Turner says: 

“We also had a customers’ ledger, which was in charge of another 
man—a bookkeeper named McGowan—whose duties consisted in bal- 
ancing the various accounts of the individual customers, although he 
was not directly charged with the actual cash moneys coming in from 
customers. He was in charge of the records after entries were made 
as to the cash received, and so on.” 


Mr. Dempster reports: 
“Q. You told Mr. Charbonneau that at one time you suggested 


that a communication be sent to each customer, to ascertain if the 
customer admitted that his indebtedness to the company was exactly 
as shown on his card or ledger sheet? 

“A, Yes, 

“Q. And you also said that that suggestion was not carried out. 

“A, That is right. 

“Q. Why was it not carried out? 

“A, Mr. Turner felt that the system of internal control was a 
sufficient safeguard against defalcation.” 

That an auditor is entitled to assume that an officer of the com- 
pany had properly performed the particular duties assigned to him, 
appears from the following opinions: 

Sir Nathaniel Lindley, L.J. (London & General Bank [1895] 2 ch. 
p. 682): 

“It is no part of the auditor’s duty to give advice to the directors 
or shareholders, as to what they ought to do. An auditor has nothing 
to do with the prudence or imprudence of making loans with or 
without security.” 

Sir Henry Lopes (Kingston Cotton Mills Co. [1896] 2 ch. p. 288): 

“An auditor .... is justified in believing tried servants of the 
company in whom confidence is placed by the company. He is entitled 
to assume that they are honest, and to rely upon their representations, 
provided he takes reasonable care.” 

The extent of an auditor’s duty to exercise due care has fre- 
quently been considered in the reported jurisprudence. 

The respondents’ principal reliance is on For ¢ Son vy. Morrish 
(35 T.L.R. p. 126—1918), in which it was held: 

“Where an accountant is retained to check books of account, and 
where there is no arrangement that he need not verify the correctness 
of the cash and bank balances stated in the books, he commits a 
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breach of duty if he checks the books without such verification, and 
without informing his clients of the omission.” 

The circumstances of that case offer no analogy to the facts in 
the issues now before us. There is a fundamental difference between 
the failure to check the amount represented by the cashier as cash on 
hand or in the bank, and the failure to check the details of a certified 
copy of a bank deposit slip, which is not an original source of ac- 
counting. 

The facts in (London & General Bank (1895) 2 ch. p. 673), are 
also unusual. In that case the auditors, whose duty it was to consider 
and report to the shareholders whether the balance sheet exhibits a 
correct view of the company’s affairs, first reported to the directors, 
calling their serious attention to the unsatisfactory nature of certain 
loans and securities listed in the statement of assets, and the difficulty 
of their realization. At the instance of the chairman, the notorious Mr. 
Jabez Balfour, they were persuaded to omit certain passages of the 
report from the certificate laid before the shareholders, which stated 
merely: “We have examined the above balance sheet and compared 
it with the books of the company; and we certify that it is a correct 
summary of the accounts therein recorded. The value of the assets 
as shown in the balance sheet is dependant upon realization.” 

It was, therefore, held that the shareholders were deceived as 
to the condition of the company, and that the auditor was guilty of 
misfeasance. 

While the facts in that case offer us no assistance, the Lord 
Justices of Appeal discussed at considerable length the general duty 
of an auditor, and their opinions have been frequently referred to 
and followed. 

LINDLEY, L.J., said: 

“An auditor has nothing to do with the prudence or imprudence 
of making loans with or without security. It is nothing to him 
whether the business of a company is being conducted prudently or 
imprudently, profitably or unprofitably .... his business is to as- 
certain and state the true financial position of the company at the 
time of the audit, and his duty is confined to that.” 

Again: 

“He must take reasonable care to ascertain that the books show 
the company’s true position . . . What is reasonable care in any 
particular case must depend upon the circumstances of that case. Where 
there is nothing to excite suspicion, very little inquiry will be reason- 
ably sufficient ... where suspicion is aroused, more care is obviously 
necessary; but still an auditor is not bound to exercise more than 
reasonable care and skill even in a case of suspicion, and he is per- 
fectly justified in acting upon the opinion of an expert where special 
knowledge is required.” 

These principles were applied again in Kingston Cotton Mills Co. 
([1896] 2 Ch. Div. p. 279), where it was held: 

“(reversing the decision of Vaughan Williams, J.), that, it being 
no part of the duty of the auditors to take stock, they were justified 
in relying on the certificates of the manager, a person of acknowledged 
competence and high reputation, and were not bound to check his 
certificates in the absence of anything to raise suspicion and that they 
were not liable for the dividends wrongfully paid. 

“An auditor is not bound to be suspicious where there are no 
circumstances to arouse suspicion; he is only bound to exercise a 
reasonable amount of care and skill.” 


LOPES, L.J. said: 
“An auditor is not bound to be a detective, or as was said, to 
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approach his work with suspicion or with a foregone conclusion that 
there is something wrong. He is a watch-dog, but not a bloodhound. 
He is justified in believing tried servants of the company in whom 
confidence is placed by the company. He is entitled to assume that 
they are honest, and to rely upon their representations, provided he 
takes reasonable care. If there is anything calculated to excite sus- 
picion he should probe it to the bottom; but in the absence of anything 
of that kind he is only bound to be reasonably cautious and careful.” 

“It is not the duty of an auditor to take stock; he is not a stock 
expert; there are many matters in respect of which he must rely on 
the honesty and accuracy of others. He does not guarantee the dis- 
covery of all fraud. I think the auditors were justified in this case 
in relying on the honesty and accuracy of Jackson, and were not 
called upon to make further investigation. It is not unimportant to 
bear in mind that the learned judge has found the directors justified 
in relying on the figures of the managing director.” 

“Auditors must not be made liable for not tracking out ingenious 
and carefully laid schemes of fraud when there is nothing to arouse 
their suspicion, and when those frauds are perpetrated by tried 
servants of the company, and are undetected for years by the directors. 
So to hold would make the position of an auditor intolerable.” 

The decision of the Court of Appeals in the City Equitable Fire 
Insurance Co. ([1895] 1 Ch. Div. p. 407), is not relevant to our 
present inquiry, since the auditor was discharged from liability be- 
cause, under the Act, he was liable only for wilful neglect. 

Mr. Justice Romer, whose ruling was confirmed, says: 

“IT am convinced that, throughout the audits he conducted, he 
honestly and carefully discharged what he conceived to be the whole 
of his duty to the company. If, in certain matters, he fell short of his 
alleged duty, it was because, in all good faith, he held a mistaken 
belief as to what that duty was.” 

The auditor in that case omitted making a personal inspection 
of securities that were in the custody of the company’s stock brokers, 
with whom it was not proper that they should be left. 

In discussing the standard of duty which is to be applied to the 
auditors, Sir E. N. Pollock, M.R., cited, with approval, the judgment 
in the Kingston Cotton Mills (supra), which, in turn, had followed the 
London & General Bank case. 

These principles have been applied by the Canadian Courts, first, 
in Trustee of Blueband Navigation Co. v. Price, Waterhouse (3 W.W.R. 
1933), in which the Trial Judge had condemned the auditors to pay 
the sum of $25,000, because they had failed to report and comment 
on certain items in the balance sheet which called for elucidation. 

The Court of Appeals, however, reversed that judgment on the 
ground that, having obtained from the President of the company a 
guarantee of the doubtful security, the auditors had fully discharged 
their duty. 

In International Laboratories v. Dewar et al., ({1932] W.W.R. p. 
174), the Trial Judge condemned the auditors because, knowing that 
the company’s system of checking was faulty, and that the danger 
of theft was always present, they had failed to detect defalcations 
by the company’s accountant. 

This judgment was reversed by the Court of Appeals, where it 
was held: 

“Considering the limitations of a contract of employment, the firm 
was not liable, while as to some of the items, the negligence of the 
plaintiff itself was the cause of the loss.” 
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Chief Justice Prendergast, delivering the judgment of the Court, 
({1933] 3 D.L.R. p. 665) said: 

“There is a certain minimum of control which every firm is 
bound to exercise over the operations in its office, and which the 
auditors will properly assume to have been exercised. More particu- 
larly they will assume, when the formal acts have been done which 
would control, if they had been done with care, that they have not 
been done as a matter of course. Here the fictitious cheques were 
both the subject-matter of the theft and the means devised to conceal 
them, and the defalcation could not have taken place if the signing 
officers had taken the elementary precautions of making the inquiry 
that was required of them before signing.” 

There is a striking similarity between the circumstances there 
referred to and those in the present case. 

The Neon Company had a definite system of internal control, 
under which the assistant-treasurer was charged with the duty of 
writing-off “dead” accounts, and the appellants were entitled to as- 
sume that that duty was done with due care. 

The defalcations of the cashier were made possible by the failure 
of an officer of the company to take elementary precautions before 
approving the writing off. 

Before applying the rules thus established by the jurisprudence to 
discover whether it is the duty of an auditor to check certified copies 
of deposit slips, it is important to identify the exact purpose which 
the deposit slips are designed to serve. 

Mr. Parent states that, in his opinion, the deposit slips are a part 
of the “books” of a company, and, as such, they must be scrutinized 
by any auditor. 

Counsel for the respondents in their cross-examination of the ap- 
pellants’ witnesses, continually refer to the auditor’s duty to examine 
the “books,” and assume that the deposit slips form a part of those 
“books.” 

It is, in my opinion, going too far to say that deposit slips, even 
though they may be certified by the bank, form an essential part of 
the company’s books of account. 

In the great majority of cases, the deposit slip is merely a memor- 
andum of the funds deposited to facilitate the work of the bank teller, 
who receives the deposits. 

The certification of the amount deposited by the bank is a work 
of supererogation, since the entry in the pass book, if there were 
one, would be a sufficient check on the amount of the deposit. But, 
in modern banking, the use of a pass book is by no means universal, 
and, since the bank’s statement is not submitted until the end of 
the month, the cashier might desire to have at his disposal some 
evidence of his deposits independent of the entries in the cash book, 
with the totals of which the deposit slips should agree. 

So far as the deposits of cash are concerned, it would be mere 
duplication to insert in the deposit slip the names of the customers 
who had paid. All that the bank requires is usually the denomination 
of the bills and silver deposited, and the total. In ordinary circum- 
stances too, the names of the drawers of cheques are not inserted, but 
only the amount of the cheque. 

Mr. Parent concludes from this fact that the Neon Company had 
intentionally adopted an unusual policy in making out deposit slips, 
which tended to impose a distinct duty upon the auditor to compare 
those slips with the cash book. Had there been any such deliberate 
intention in the adoption of this policy, I venture to suggest that 
the officers of the company would certainly have drawn the attention 


MagcH, 1940. 171 








THE CANADIAN CHARTERED ACCOUNTANT 


of the auditor to the deposit slips, and instructed him that, even in 
making a statutory audit, he should check those slips. 

In this connection, I conclude that the copies of the deposit slips 
were not a part of the books of the company: they were not original 
vouchers of any moneys received, and that, in the absence of specific 
instructions, an auditor would not consider himself bound to check 
them. 

It is argued by the respondents that, as the deposit slips were 
made out by other clerks than Clement, they were a useful check 
on his entries. But, although a stenographer did perform the purely 
mechanical operation of typewriting the deposit slips, it was Clement 
who supplied her with the data, and it was he alone who was respons- 
ible for the form and contents of the deposit slips. 

So far as the custom of the profession is concerned, Mr. Parent’s 
opinion is confirmed by only one other witness, Mr. Grant, and it is 
directly contraverted, not only by the senior partner of the appellant 
firm and his audit clerks, but also by five other independent account- 
ants of wide experience, among whom is to be noted, in particular, 
Mr. Gordon Scott, the chairman of the executive committee of the 
Neon Company. 

It is important to note, however, that Mr. Parent’s opinion is 
based upon the assumption that the appellants’ contract called for 
a complete and detailed audit; in fact, the respondents’ entire case 
is based upon that assumption. 

Mr. Scott says that, in his experience, the checking of deposit 
slips is useless, and is never done in 90 per cent of the audits made. 

Mr. Scott’s opinion is of particular weight since, as chairman of 
the executive committee of the Neon Company, he was familiar with 
the terms of the appellants’ contract, and he also knew the extent 
of the audit which the company itself expected. 

Mr. D. Young, who has an experience of thirty years, and is a 
partner of the well-known firm of Price, Waterhouse & Co., says: 

“I think copies of deposit slips have very little practical value as 
a means of verifying the correctness of cash receipts. 

“The directors of the company should bear the responsibility for 
the honesty of employees. 

“These duplicate deposit slips are not evidence of moneys being 
received in the business, but evidence of money being paid over to 
the bank. 

“The method that Clement employed in his defalcations would 
not have been possible if proper supervision had been given in the 
matter of writing-off those bad debts.” 

L. E. Potvin says: 

“De plus, votre bordereau de dépét peut comprendre des entrées 
qui n’ont aucune relation avec le commerce du client proprement dit, 
il peut y avoir échange de chéques avec un client, accomodations avec 
un client, qui n’ont aucune relation avec les affaires de la compagnie 
méme.” 

“Q. Dans votre expérience comme vérificateur, vous fiez-vous sur 
ces copies de bordereaux de dépét?” 

“R, Je ne pourrais pas.” 

He adds, that the honesty of employees is generally established 
by internal control. 

Maurice Chartre: 

“Ces copies de bordereaux de dépé6t ont une valeur relative. IIs 
peuvent servir d’informations dans un cas, par example, dans le cas 
d’une vérification détaillée, dans un cas d’investigation, 4 condition, 
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évidemment, que ces copies de bordereaux soient elles-memes vérifiées 
avec les originaux, lorsque nécessaire.” 

K. W. Dalglish: 

“In my experience a duplicate bank deposit slip is an unreliable 
source from which to check entries in the cash book.” 

In addition to these opinions of practical accountants with long 
experience, counsel for the appellants have submitted a copy of an 
address made by Sir Nicholas Waterhouse, on the liability of auditors, 
the following extracts from which are pertinent: 

“For the present, however, I should like to direct your attention 
to the narrower question which is presented when the auditor is 
appointed under the Companies’ Act and assumes purely statutory 
obligations. Since the question has not been settled by legal decisions, 
and since I am not a lawyer, I am not going to undertake to define 
the legal position. I am going to put before you only the view 
suggested by my knowledge, inherited or acquired, of the history of 
the law, and by my experience in the field of business as well as in 
that of auditing. 

“The protection of a company against risks of fraud by its 
employees, the detection of frauds which occur, and the recovery 
of whatever reparation can be obtained, are obviously purely adminis- 
trative functions. 

“It cannot, therefore, be questioned that, apart from the statute, 
the work of detecting fraud falls on the directors and on those whom 
they employ. Nor is there, I think, the slightest ground for a sug- 
gestion that the audit provisions of the Companies’ Act have in any 
degree changed this position.” 

“But I submit that there is a clear distinction between the work 
done by the accountant upon the instructions of the directors, prac- 
tically as a part of the internal machinery of the company, and the 
work which falls to them as statutory auditors.” 

“The correct view of the relation of the shareholders’ audit to 
the question of defalcations by employees is, I suggest, that it has 
this, by no means inconsiderable, preventive value, but involves no 
sort of guarantee nor any undertaking to be responsible for the con- 
sequences if in a particular case such an audit neither prevents nor 
discloses a defalcation. It should not be relied on to disclose defalca- 
tions except in so far as discovery would be a natural result of any 
reasonably adequate inquiry into the state of the company’s affairs. 
If the directors desire further protection in the form of supplementary 
service by the auditor, the extent of the protection and the correspond- 
ing liability become matters of contract.” 

Counsel for the respondents, on the other hand, have referred to 
certain extracts from one of the leading authorities. Dicksee, who, 
discussing “The object and scope of an audit,” specified three primary 
purposes: 

(1) The detection of fraud; 

(2) The detection of technical errors; 

(3) The detection of errors of principle. 

He says: 

“On account of its intrinsic importance, the detection of fraud 
is clearly to be considered an object in itself, although it will be 
obvious that it can only be concealed by the commission of a technical 
error, or of an error of principle.” 

The explanation of opinions so diametrically opposed to one an- 
other, lies in the fact that the respective groups are discussing two 
different kinds of audits, and that the severe standard of responsibility 
advocated by Dicksee, Parent and Grant, applies only in the case of 
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a complete and detailed audit undertaken when suspicion has been 
aroused. 

Mr. Parent, from the very nature of his long experience of criminal 
investigations and prosecutions, is obsessed with the idea of a com- 
plete and detailed audit, and makes no allowance for a more restricted 
liability when the auditor is called upon to carry out merely a statutory 
audit before his suspicions have been aroused. 

As soon as the appellants’ suspicions were aroused by the dis- 
covery of a small misappropriation of cash, they proceeded to make 
a detailed audit, during the course of which the bank deposit slips 
were checked with the cash book, and the frauds identified. 

The general system followed by Clement has already been referred 
to, but it may be explained in more detail by giving the particulars 
of a specific entry. 

Among the accounts written off was one which had been en- 
trusted for collection to Mr. N. W. Jacobs. So far as concerns the 
impropriety of writing off an account when it has been handed to a 
lawyer for collection, and before the lawyer has made a final report, 
there can be no possible question. There was no justification whatever 
for Tulloch’s approval of that entry. The very fact that the account 
was in a lawyer’s hands for collection shows that further receipts 
were to be expected, and that the account was not “dead.” When 
Mr. Jacobs sent the Neon Company his cheque for $63, for moneys 
collected, there was no account in the books of the company to which 
that payment should be credited. It is obvious that Mr. Jacobs, not 
having been a customer of the company, no credit could have been 
given to him personally. 

It is probable, although the record does not disclose that fact, 
that the cheque was accompanied by a letter indicating from whom 
the collection had been made, but, as that customer’s account had been 
definitely closed, it is equally obvious that a credit to that account 
would have called for other entries to re-open the “dead” account. 
Taking advantage of the fact, then, that the payment made by 
Mr. Jacobs was on account of some customer whose name no longer 
appeared in the records of accounts receivable, and was not an asset 
of the company, Clement held the cheque until other customers had 
paid in cash sums aggreating $63; put those sums in his pocket, and 
entered the Jacobs’ cheque on the deposit slips to balance the sums 
deposited in the bank with the entries in the cash book. 

The account having been written off, that sum of $63, did not 
figure in the assets of the company as shown in the statement of 
accounts receivable, which had been checked by the company’s system 
of internal control. 

Since it is admitted that the deposit slips were not examined, 
it is merely a display of academic ingenuity to speculate as to how 
the cashier might have explained that cheque had he been questioned 
by the auditor; but the witnesses do explain that it not infrequently 
happens that a cheque is deposited in the bank without having ap- 
peared on the debit side of the cash book. 

Mr. Jacobs’ remittance might have covered collections from several 
different customers, to whom the appropriate proportions might have 
credited in the cash book. 

Another account written off was that of Gagnon, in virtue of a 
compromise by which a balance of $868, was settled for $300. When 
the payment was made, Clement entered in the cash book only a credit 
for $200, although in the deposit slip it appeared that the Gagnon 
cheque deposited was for $300. 

When the appellants audited the books, however, the account had 
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already been written off, and Gagnon’s name no longer figured in 
the accounts receivable. When, then, Botting, the audit clerk, ob- 
served the credit of $200, he was, in my opinion, fully justified in 
assuming that the entry, duly posted, had closed Gagnon’s account. 
It must not be forgotten that the auditors were specifically relieved 
of the responsibility of checking the customers’ accounts. They were 
authorized to accept as authentic the bookkeeper’s balance of accounts 
receivable, 

Cross-examined in this connection, Mr. Young says: 

“Had I noticed the deposit of a cheque for $300, while only $200 
was entered in the cash-book, I would have asked Clement for an 
explanation. Knowing that he enjoyed the confidence of his superiors, 
I might accept his explanation The deposit slip is not evidence 
that Clement received a cheque for $300; it is partial evidence that he 
deposited it. He might have cashed the cheque for Gagnon and 
given him $100.” 

The speculations are, however, entirely irrelevant, as the deposit 
slips were not examined, and no questions were asked. 

It must again be emphasized that the only question involved in 
this appeal is: Was it the appellants’ duty, in the absence of any 
suspicion, to compare the details of the deposit slips with the entries 
in the cash book? In my opinion, this question should be answered 
in the negative. 

The terms of the appellants’ contract called for an audit in con- 
formity with the specific provisions of The Companies Act, and the 
very much more laborious and expensive work of a complete and de- 
tailed audit was not covered by the contract, and was not expected 
or desired by the Neon Company. 

Prior to the discovery of Clement’s dishonesty in November, 1935, 
there had been nothing to arouse the auditor’s suspicions. Clement 
was highly regarded by the officers of the Neon Company, and by his 
fellow-employees. If these men, working intimately with him day 
after day, had observed anything suspicious in his conduct, it would 
have been their duty to call the auditor’s attention to the matter. 

As has been noted by several witnesses, and is virtually admitted 
by the officers of the Neon Company, the opportunity for fraud was 
given to Clement by the inexcusable laxity with which Tulloch, the 
assistant-treasurer, approved the writing-off of accounts which were 
not finally extinct. 

It is important to note that, since the respondents are suing in 
virtue of a subrogation, they have no rights other than those which 
the Neon Company itself enjoyed. If the determining cause of the 
defalcation was due to the company’s own negligence, it is obvious 
that it could not have succeeded in an action against the present 
appellants. Although its loss exceeded the amount of the insurance 
by $1,756, no claim was made by the company against the appellants, 
and, in spite of the loss, their services were still retained as auditors. 
This incident, coupled with the assertion of Mr. Scott, the chairman 
of the Neon Company’s executive committee, that it was no part of 
the appellants’ duty to check the deposit slips, conclusively established 
the fact that, in the company’s own opinion, the appellants were not 
at fault. 

In the final analysis, since the great bulk of the defalcations were 
made in connection with the accounts written off, the sums stolen 
were no longer any part of the company’s assets; Clement appropriated 
merely moneys which had been abandoned by the officer of the com- 
pany specially charged with the duty of writing-off bad accounts. The 
appellants were, under their contract, entitled to assume that the 
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accounts in question had been properly written off, and they were, 
in consequence, not bound to check Clement’s entries in that connec- 
tion. 

The appellants’ certificate was, therefore, quite correct, the balance 
sheet was properly drawn so as to exhibit a true and correct view of 
the Company’s affairs “as shown by the books.” 

I am of the opinion that the appellants’ contract did not call 
for a complete and detailed audit; that, as soon as their suspicions 
were aroused, they did make a complete and detailed audit, and that 
the present action is based entirely upon their report; that, prior to 
any reason to suspect Clement of dishonesty, it was no part of the 
appellants’ duty to check the certified copies of the deposit slips; and 
that Clement’s defalcations were made possible by the assistant-treas- 
urer’s carelessness in approving the writing-off of accounts that were 
not finally extinct. 

I conclude that the appeal should be allowed, and that the respond- 
ents’ action should be dismissed. 


ACCOUNTANTS AND THE LAW OF NEGLIGENCE 


By W. Summerfield and F. B. Reynolds 
London, England 
(Continued from February issue) 
Negligence and Fraud 

A charge of negligence brought against an accountant 
in relation to the conduct of professional work entrusted to 
him is grave enough; still more grave, of course, is it when 
a charge of fraud has to be met. The difficulty not un- 
commonly encountered in this respect arises from the fact 
that a disgruntled client frequently links charges of fraud 
with charges of negligence, all based upon the same set of 
facts. The component elements of such charges must be 
carefully resolved so that it may be possible to obtain such 
an analysis of the whole as will indicate whether the charges 
of negligence are maintainable even though the allegations 
of fraud cannot be sustained. 

Indemnity Limited — An important, but unavoidable, 
limitation of the scope of the protection afforded to the 
practitioner by the common type of insurance policy is that 
the policy cannot indemnify him against the consequences 
of his own fraud. A contract of insurance which purported 
to do so would be void, as being against public policy. It 
is, obviously, only right and proper that an accountant 
should pay the penalty of his fraud, but the real difficulty 
arises from the fact that charges of fraud may be brought, 
and fought, and proved to be unfounded, and the accountant 
has had to assume the financial burden involved in defend- 
ing himself. Of course, in this respect the accountant is 
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no worse off than anybody else, for it may happen to any- 
one to be charged with fraud—either in a civil or in a crim- 
inal court. The defect is one inherent in the legal system, 
and it could be removed only if litigation were fought at 
the public expense; but such a reform might well introduce 
evils greater than those which it aimed to abolish; in any 
event, the subject, though of fascinating interest, lies out- 
side the borders of our immediate theme. 

Insurer’s Liability — In so far, nevertheless, as the 
charges of fraud may be disseverable from those of neg- 
ligence the accountant is entitled to call upon his insurers 
under the policy to bear the burden of the defence in rela- 
tion to the negligence charges. In practice, moreover, it 
frequently happens that the cost of defending on the fraud 
charges as well as on those of negligence is no greater than 
the costs would have been had the issues raised between 
the parties been founded on negligence alone, so that in the 
result the accountant is no worse off financially. Such cases 
occur where the body of evidence on both sets of issues is 
one and the same—the only difference which then occurs 
in the conduct of the litigation being as to the legal argu- 
ments. In heavy litigation the time involved in unravelling 
complex issues and addressing different arguments to each 
of them may produce a substantial increase of costs; such 
questions as to whether the costs have been increased by 
coupling the issues of fraud and negligence, and if so to 
what extent, may be referred to the Taxing Master for 
determination after judgment; sometimes the court which 
hears the suit itself directs, by its judgment, who shall 
be saddled with the costs of particular issues. 


Other Person’s Fraud—lIt has been said above that it is 
right that an accountant should pay the penalty of his 
fraud; but what if the fraud committed was the act, not of 
himself, but of his partner or employee? In considering 
the heavy responsibilities which may be cast upon the 
shoulders of the accountant in such circumstances one must 
bear in mind that if a loss has been occasioned by fraud, 
either the defrauding or the defrauded party must suffer 
the consequences, and sympathy cannot be entirely with- 
held from the latter. In examining the way in which the 
courts have dealt with such cases we shall see that the 
decisive factor has been that the defrauding party would 
not have been able to commit his fraud had he not been 
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placed in a position to do so by the co-partner or principal; 
the innocent co-partner or principal must suffer the dis- 
advantages, just as he enjoys the advantages (actual or 
anticipated), of the partnership or employment. In essence, 
the practitioner’s relationship to his partner or employee 
creates an extension of his legal “personality”—for worse 
as well as for better. 

The rules of law applicable to such a situation are ap- 
plicable to all professions which are conducted in circum- 
stances analogous to those of accountancy; of these, per- 
haps the closest similarity is discernible in the conduct of 
a solicitor’s practice, and it is from such that some of the 
best-known of the leading cases have been derived and the 
general principles most clearly enunciated. It may well 
be that the nature of the business which is entrusted to a 
solicitor, and the details of the work which he necessarily 
entrusts to his assistants, provide opportunities for fraud 
which do not arise in the course of the execution of ac- 
countancy tasks. But the development of accountancy prac- 
tice in recent years has resulted in quite a variety of 
business being entrusted by clients to accountants where 
in days gone by they were accustomed to entrust such 
matters to solicitors; the consequent widening of the scope 
of the functions of the accountants involves, obviously, a 
corresponding widening of the range of risk. In addition, 
circumstances may well arise where, for example, an audit 
clerk so discharges his functions as to facilitate the com- 
mission of fraud by an employee of the client, or so as 
to cause his principal to fail to detect, or to assist in ter- 
minating, a course of misconduct in the client’s office; such 
a sequence of events may well give rise to a claim by the 
client against the accountant. 

Other Person’s Benefit—Few cases in this branch of law 
are so familiar, to student as well as practitioner, as Lloyd 
v. Grace, Smith & Co. ([{1912] A.C. 716) ; few cases are, at 
the same time, so misconstrued, especially in relation to the 
limits of the liability which may be incurred by a principal 
because of the fraud of his agent. That case is illuminated 
by the more recent cases of Davies and Another v. Hosken 
({1937] 3 All E.R. 192) and Uxbridge Permanent Benefit 
Building Society v. Pickard ([1939] 1 K.B. 266). 

In Lloyd’s case the House of Lords laid it down that a 
principal is liable for the fraud of his agent who acts with- 
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in the scope of his authority, whether the fraud is committed 
for the benefit of the principal or for the benefit of the agent 
himself. The respondents, Messrs. Grace, Smith & Co., were 
a firm of Liverpool solicitors of high standing and repute, 
but, in fact, the practice was carried on by a Mr. Frederick 
Smith alone. Smith employed one Sandles as managing 
clerk and conveyancing manager ; so far as the conveyancing 
work of Messrs. Grace, Smith & Co. was concerned Sandles 
conducted it alone and without supervision; so far as the 
general work of the office was concerned Sandles was in 
charge, for a good deal of the time, owing to the fact that 
Smith occupied himself very busily on public duties, such 
as attending to his work as a City Alderman. Mrs. Lloyd, 
a widow, owned two cottages and had a mortgage invest- 
ment; she was desirous of increasing the income which she 
derived from these investments; she did not know Sandles 
personally, but she assumed that he was a member of the 
firm when she called at the office and had an interview 
with him. Mrs. Lloyd accepted Sandles’ advice that she 
should instruct him to dispose of the cottages and to call 
in the mortgage money, and in consequence, she handed to 
him her deeds, and signed two documents, without any 
explanation being give to her as to their contents; she 
thought that they were formalities necessary to enable the 
sale of her cottages to be effected; in point of fact, the 
documents were a conveyance to Sandles of the cottages and 
a transfer to him of the mortgage; Sandles handed to her 
a receipt for the deeds, which was made out in the name of 
the firm. In that way Sandles succeeded in disposing of 
Mrs. Lloyd’s property for his own benefit. In the action 
which she brought against the firm Mrs. Lloyd claimed the 
delivery up to her of her deeds and the payment to her of 
the mortgage money which had been converted by Sandles. 
Mrs. Lloyd put her case against the firm on the ground that 
she had been induced to act as she had done by the fraud 
of Sandles who was “acting in the course of his employ- 
ment and within the scope of his authority as managing 
clerk of the firm.” 

Earl Loreburn (Lord Chancellor) said: 

“the managing clerk was authorized to receive deeds 

and carry through sales and conveyances, and to give 

notices on the defendants’ behalf. He was instructed 

by the plaintiff, as the representative of the defendant’s 
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firm—and she so treated him throughout—to realize her 
property. He took advantage of the opportunity so 
afforded him as the defendant’s representative to get her 
to sign away all that she possessed and put the proceeds 
into his own pocket. In my opinion, there is an end of 
the case. It was a breach by the defendant’s agent of 
a contract made by him as defendant’s agent to apply 
diligence and honesty in carrying through a business 
within his delegated powers and entrusted to him in 
that capacity. It was also a tortious act committed by 
the clerk in conducting business which he had a right to 
conduct honestly, and was instructed to conduct, on 

behalf of his principal” (at pp. 724, 725). 

Lord Macnaghten said that although there was no im- 
putation or reflection on the honour of the firm or on the 
honesty or honour of Mr. Smith, the fraud of which Mrs. 
Lloyd complained was committed by the firm’s “accredited 
representative,” and that it was committed in the course 
of the business which Mrs. Lloyd “had put into the hands 
of the firm, and which was undoubtedly a solicitor’s legitim- 
ate business” (at pp. 727, 728). 

His lordship’s reference to “legitimate business” 
stressed, it is to be noted, a most important factor to be 
taken into consideration in all these cases of allegations 
relating to professional misconduct. For the defrauded 
party is not entitled, for his part, to be as negligent as he 
pleases; he must keep his wits about him; like an auditor, 
he must be suspicious when suspicious circumstances indi- 
cate the advisability of such an attitude of mind being 
brought to bear upon the business in hand; so that if the 
“accredited representative” of a professional firm appears 
to be doing that which, to a reasonably prudent person, 
would appear to be not “legitimate business” for his par- 
ticular type of professional office, he should not give such 
confidence to the representative as might otherwise be 
reasonable. 

A similar point has frequently arisen where a secretary 
or director of a company has signed a document which, 
by its nature or its terms, should put a reasonably prudent 
person upon guard, as being possibly outside the scope of 
the normal business applicable to the signer’s particular 
office. 

(to be continued) 
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(Editor’s Note: This is the sixth in a series of articles by Pro- 
fessor McQueen of the University of Manitoba on financing the war.) 


_ purpose of the recent discussion in these notes has 
been to consider how a peace-time economic system 
should be adjusted to meet the requirements of war. Some 
account of current discussions of this matter in England 
was presented to show what was the trend of informed 
opinion in that country. It is clear that Canada, both 
because she possesses similar economic and legal institu- 
tions to the mother country and because of frequent con- 
sultations with the mother country concerning the conduct 
of the war, will not be unaffected by the results of these 
discussions. 

Canada must fight this war from her own resources of 
men and material. Far from being able to borrow abroad 
for the emergency she may even be asked to carry not 
only her own war effort but also to assist Britain and France 
to carry theirs. The burden of war can be carried only by 
taxation or from the savable surplus of the Canadian people, 
and this margin—called by Crowther of The Economist (Lon- 
don) the Disposable Margin — available for taxation or 
savings depends upon the income of the Canadian people 
less the amount required to maintain the standard of living. 
This margin then may be increased by increasing the in- 
come or by reducing the standard of living and there are 
no other methods open to us. Now there are limits to the 
amount by which income can be increased by way of re- 
ducing unemployment and increasing the hours of labour, 
and there are also limits to the amount by which the stan- 
dard of living may be reduced, though the slack in this 
case is greater in an emergency than most Canadians realize. 

The last war was largely financed out of an increase in 
Canadian income which came from a large increase of ex- 
ports from Canada during the struggle. The standard of 
living was not reduced appreciably and out of the margin 
between the enlarged income and this standard of living 
we paid for the war. The monetary devices used in the 
actual financing were inflation and domestic loans and taxa- 
tion. It was argued previously in these columns that in- 
flation is merely a fraudulent and inequitable system of 
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taxation and should not be countenanced as a major weapon 
of war finance. 

It is clear that American dollars are of vital significance 
to the Allies in this struggle. Many estimates have been 
made of the marketable American holdings of the French 
and British and while all these estimates are subject to 
error it is clear that the American assets are limited and 
must be carefully husbanded, Canadian assets in the United 
States are also limited and the American dollars we so 
vitally need must be conserved by reducing all activities 
that use up American dollars and increasing those activities 
that bring to us a flow of them. Readers of this journal 
would do well at this time to turn to a series of articles! 
by Professor F. A. Knox on “International Accounts.” These 
articles were written in 1936, but their significance in re- 
vealing some important aspects of Canada’s trade position 
is still unimpaired. If we normally pay for American pur- 
chases with the proceeds of our sales to the United Kingdom 
it is clear that our economy may be under pressure if the 
United Kingdom is under pressure. During the war we 
shall have to continue to export to the United Kingdom 
and instead of taking payment in American imports we may 
have to take in payment our own old I.0.U.’s in the form 
of British-owned Canadian securities, given to British in- 
vestors in the past in return for the capital they loaned us 
to develop our country. It will be remembered that last 
fall we gave a credit to the United Kingdom for some 
ninety million dollars by means of just such a transaction 
and there will be more transactions of this nature as the 
war proceeds. Since we shall not be able to buy American 
goods with all the proceeds of our sales to Britain, and 
since we shall need some American goods very badly, e.g., 
machine tools, etc., for the carrying on of our war effort 
we must be careful that we do not waste our supplies of 
American dollars. Our exports to the United States are as 
pearls beyond price for the purpose of the Allied effort, 
and the American tourist to Canada should be welcomed 
like the prodigal son—except that the parable will be al- 
tered to the extent that in this case it will be “cash on 
the barrel-head” before we fall on his neck and kiss him. 


R. McQueen. 
1See August to November 1936 issues of The Canadian Chartered 
Accountant, 
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In response to an enquiry by one of the chartered banks 
as to the procedure to be followed by firms of chartered ac- 
countants in respect of the regulations of the Foreign Ex- 
change Control Board, the Exchange sent the following 
communication on 25th January 1940, a copy of which it 
kindly furnished to us for the information of our members. 


“At the present time there are no specific provisions in the 
Foreign Exchange Control Order or in the regulations issued 
thereunder in regard to the types of currency which must be 
received by resident public accountants for professional services 
rendered to non-residents. 

“It is however, part of the Board’s general policy to require 
that foreign exchange be made available to it in respect of: 

“(a) All exports of goods to non-Empire countries 

“(b) Designated services performed by residents for non- 

residents. 
In connection with (b) above the services of public accountants « 
have not as yet been designated. 

“It is also part of the Board’s policy to allow commercial con- 
cerns operating under special licences to offset payments in a 
foreign currency for imports and expenses, etc., against collections 
resulting from the proceeds of export shipments in such foreign 
currency. This privilege of offset however, is allowed only in 
respect of commercial transactions, and foreign exchange result- 
ing from export sales may not be used for the payment of interest 
and dividends or other transactions of a financial nature. 

“In the case of professional firms the spirit of the Board’s 
policy and its regulations would be to require that fees billed to 
residents of non-Empire countries be collected in foreign exchange 
and that such exchange be made available to the Board. If how- 
ever, the resident offices of such professional firms operate inter- 
office accounts with non-resident offices of the same firm, or with 
non-resident offices of an associated firm or correspondent, it would 
be permissible to offset through such inter-office aceounts charges 
for professional fees, and expenses applicable thereto, as rendered 
by the resident office to the non-resident office, and vice versa. It 
would not be permissible for a resident office to record through 
any such inter-office account a transfer of any proportion of the 
net profits of the resident office which might accrue to a non- 
resident head office or to a non-resident partner. 

“Resident offices wishing to transfer a portion of their profits 
to a non-resident head office or to a non-resident partner are sub- 
ject to the same general principles which apply to an incorpor- 
ated company wishing to pay dividends to non-resident share- 
holders. These principles are set out in regulations 45 to 48, 
inclusive. 

“When forwarding the above information to your clients we 
shall be obliged if you will also inform them that their co-operation 
in conducting their business along the lines suggested will be 
greatly appreciated by the Board. In this connection of course, 
the Board realizes fully the difficulties which resident branches 
or resident firms may now encounter with their non-resident 
clients in calling for payment in foreign exchange when such is 
not specifically required under the regulations, but any assistance 
they are able to give the Board in this respect is a definite con- 
tribution to Canada’s war effort.” 
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- E. Nash, F.C.A., Toronto Accountants of Ontario 


W. Taylor, F.C.A., Toronto 


The Institute of Chartered 
Accountants of Prince Ed- 
ward Island 


W. E. Massey, C.A., Charlottetown 


Alex. Ballantyne, C.A., Montreal 
W. H. Campbell, C.A., Montreal 
H. G. Norman, C.A., Montreal 


M. Hesford, C.A., Swift Current } The Institute of Chartered 


The Society of Chartered Ac- 
countants of the Province of 
Quebec 


} 
j 
G. H. Jephcott, F.C.A., Toronto } The Institute of Chartered 


T. E. Robinson, F.C.A., Regina 
W. Stempel, C.A., Saskatoon Accountants of Saskatchewan 


Chairman Magazine Committee—William J. Saunders, F.C.A. 
Chairman Terminology Committee — John Parton, F.C.A. 

Chairman Committee on Examinations—Kris A. Mapp, F.C.A. 
Chairman Committee on Research—D. M. McClelland, F.C.A. 
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Our Contributors This Month 


GORDON CAMPBELL F'ERRIE, who writes in this issue on the 
topic “A Preliminary Examination of Some Methods Used 
for Valuing Inventories,” has already contributed to the 
pages of THE CANADIAN CHARTERED ACCOUNTANT. Reference 
was made to Mr. Ferrie in the February 1937 issue in which 
he wrote on “Basic Inventory Values for Certain Industries.” 

ANDREW STEWART, whose article on “Stock Exchange 
Audits” is published this month, is a chartered accountant 
of Glasgow, Scotland, where he attended Glasgow Univer- 
sity, graduating in both arts and law. He came to the 
United States in 1910 and shortly afterwards went to 
Vancouver, B.C., where he practised his profession as ac- 
countant for seven years. During that time he was 
liquidator of the Dominion Trust Company. He is now a 
partner of Haskins & Sells, New York, and at present holds 
the office of vice-president of The New York State Society 
of Certified Public Accountants. 


Table of Exchange Rates 
(Kindly supplied by The Canadian Bank of Commerce, Toronto) 
3lst January 15th February 
1940 1940 
U.S. Dollars 10-11% P. 10-11% P. 
Sterling 443-447 443-447 
Australian Pounds 35814 35814 
New Zealand Pounds 360 
South African Pounds 446 
Belgium—Belgas 1872 
Denmark—Kroner 2146 
Holland—Florins 589814 
Finland—Finmarks 200 
France—Francs 249 
Italy—Lire 560 
Sweden—Kronor 264414 
Switzerland—Francs 2490 
Norway—Kroner 2523814 
Note: The above quotations are expressed as follows: Pound 


currencies—Canadian cents per unit; Continental currencies—Canadian 
cents per 100 units. 
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Dominion Prize Winners 
in the 1939 Examinations of the 


Provincial Institutes of Chartered Accountants 


D. B. DAvis C. VINEBERG J. SIMPSON 


D. Bruce Davis, Winnipeg, a candidate of the Institute 
of Chartered Accountants of Manitoba, was awarded the 
Gold Medal and cash prize of $50 of The Dominion Asso- 
ciation of Chartered Accountants for the candidate winning 
first place in Canada in the Final examination conducted in 
December 1939 throughout the Dominion by the Provincial 
Institutes of Chartered Accountants. 


Cecil Vineberg, Montreal, a candidate of the Society of 
Chartered Accountants of the Province of Quebec, obtained 
the second highest standing in the Dominion in the Final 
examination and has been awarded the Silver Medal and 
prize of $25 of The Dominion Association of Chartered 
Accountants. 


James Simpson, Windsor, Ontario, a student of the In- 
stitute of Chartered Accountants of Ontario, won the Silver 
Medal and prize of $25 of The Dominion Association of 
Chartered Accountants for the candidate obtaining the 
highest standing in Canada in the Intermediate examina- 
tion of the Provincial Institutes. 
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Comments and Descriptions in Annual 
Reports of Corporations 


The following comments and descriptions have appeared 
in recent financial statements of companies incorporated in 
Canada. 

The publication of such comments here from time to time is 
not necessarily to be regarded as approval or criticism of the 
form thereof by the Editorial Committee or by The Dominion 
Association of Chartered Accountants, but rather as interesting 
information for readers. 

1. The following statement appears in the auditors’ re- 
port appended to the consolidated balance sheet of the 
Cockshutt Plow Company, Limited and its wholly owned sub- 
sidiaries as at 30th November 1939: 


Pursuant to Section 114 of the Dominion Companies Act, we re- 
port that audited accounts of the partly owned subsidiary Company, 
Brantford Coach and Body, Limited, have been submitted to us, 
and disclose that the Company incurred a loss (after providing 
for depreciation at 40% of standard rates) for the year ended 
November 30, 1939, which has been met out of the undivided 
profits at November 30, 1938. Your Company’s proportion of such 
loss amounted to $ » for which no provision has been made 
in the above accounts. 


2. The following extract is taken from the auditors’ re- 
port to the shareholders of The Goodyear Tire and Rubber 
Company of Canada, Limited on the consolidated balance 
sheet of the company and its subsidiaries as at 3lst Decem- 
ber 1939: 


We satisfied ourselves that all charges to property accounts 
are in respect of actual additions, and sufficient provision has been 
made for accruing depreciation. The stocks on hand or contracted 
for have been taken and valued by the companies at cost or market 
prices, whichever were lower; the bad debt reserve is considered 
sufficient to provide for all doubtful accounts; the bank balances 
and call loans were confirmed by certificates, the government bonds 
owned were produced for our inspection and we have taken all 
reasonable precautions to satisfy ourselves that all liabilities as at 
December 31, 1939 are included in the balance sheet. 


3. A note at the head of the consolidated balance sheet as 
at 30th September 1939 of Kelvinator of Canada, Limited and 
its wholly owned subsidiaries refers as follows to one of the 


subsidiary companies: 


(The assets and liabilities of the subsidiary, Kelvinator Limit- 
ed, England, are included at par of exchange, $4.86 2/3 to the £1 
Sterling, and a reserve of $ has been provided to reduce the 
net current assets so included to a value converted at $4.43—the 
official rate of exchange for Sterling prevailing as at 30th Septem- 
ber 1939—but these funds are not available to the parent company 
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at present due to restrictions placed on the export of funds from 

England.) 

The auditors’ report to the shareholders on the above 
balance sheet makes a further reference in that respect: 


The assets and liabilities of the subsidiary, Kelvinator Limited, 
England, as reported upon by its auditors, have been incorporated 
on the basis stated in the heading of the above balance sheet, but 
this company’s funds are not available to the parent company at 
present due to restrictions placed on the export of funds from 
England. The report of the auditors on the balance sheet of 
Kelvinator Limited, England, states their opinion is subject to the 
adequacy of the provision for bad and doubtful debts. 


The American Institute of Accountants 

A booklet entitled The Year in Review has recently been 
published by the American Institute of Accountants and 
presents the report of the Secretary to the Council on the 
activities of the Institute for the year 1938-39. 

The report reviews also the activities of the Institute 
during the decade of the 1930’s and traces the progress 
that has been made in its ever-widening field of service to 
the profession and to the public. Highlights during the 
period were the merging of the Institute and the American 
Society of Certified Public Accountants in 1936 into one 
national organization and the celebration of the fiftieth 
anniversary of the Institute in the following year. In 1932 
the American Institute Publishing Company was formed 
leading to an expansion of the publication program. Close 
relationships were established with such important bodies 
as the New York Stock Exchange and the Securities and 
Exchange Commission, and also with the American Bar 
Association and organizations of bankers, credit men and 
manufacturers. Committees of the Institute on federal 
taxation, accounting procedure and accounting research 
have made notable contributions in the interests of both the 
profession and the public. A remarkable growth has taken 
place in the number of members, in revenues and in the 
circulation of the Journal of Accountancy, the official publica- 
tion of the Institute. 
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LEGAL DECISIONS 


[Epitor’s Note: The following are brief summaries of recent de- 
cisions of the Canadian Courts as taken, by the kind permission of 
the Canada Law Book Company, from the Dominion Law Reports. 
In each case reference is made to the volume of the Reports where the 
full judgment may be found. It should be kept in mind that the de- 
cisions given may not in every case be final.] 


Income tax — Redemption premium on shares — Whether 
“paid out of undistributed income on hand” 


(Massey v. Minister of National Revenue) 


Supreme Court of Canada 

A premium paid to shareholders on the redemption of 
shares and charged to the company’s surplus, i.e., its ac- 
cumulated undistributed annual net profits, ascertained by 
deducting from the annual income from operations, interest 
on borrowings and appropriations for certain reserves, is 
“paid out of undistributed income on hand” within the 
meaning of s. 17 of the Income War Tax Act, R.S.C. 1927, c. 
97 [as it stood prior to 1934, c. 55, s. 9] notwithstanding 
that the surplus was employed as working capital and that 
the premium was actually paid out of the proceeds of a 
new capital issue, and hence such premium is taxable as 
income in the hands of the shareholders. Davis J. dissented 
on the ground that payment out of the proceeds of a new 
capital issue was not payment out of undistributed income 
on hand.—[1940] 1 D.L.R. 225. 


(Note: A reference to this judgment of the Supreme Court affir- 
ming a decision of the Exchequer Court was published in the January 
1940 issue of THE CANADIAN CHARTERED ACCOUNTANT, and a summary 
of the Exchequer Court judgment was published in the January 1939 
issue.) 


Taxes (Sask.)—Provincial income tax—Assessment of 
Dominion Company 


(Re International Harvester Co. of Canada Ltd.) 


Saskatchewan King’s Bench 
This was an appeal to a Judge of the Court of King’s 
Bench under s. 41(1) of the Treasury Department Act, 1938 
(Sask.), c. 8 from the decision of the Board of Revenue Com- 
missioners dismissing three appeals of the International 
Harvester Co. of Can. Ltd. against three provincial income 
tax assessments of the Commissioner of Income Tax. The 
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company was a Dominion company and under the Income 
Tax Act, 1936 (Sask.), c. 15 was assessable only upon the 
income earned in the Province of Saskatchewan, the Act, 
however, making provision for the determination of such in- 
come in the case of Dominion companies where it was im- 
possible to obtain the necessary information. The main 
question in this appeal was whether the determination made 
of appellant’s Saskatchewan income was correct. The 
learned Judge dismissed the appeal, holding, in substance, 
that the onus was upon appellant to prove error in such 
determination and that it had not done so.—[1939] 4 D.L.R. 
750. 


(The summary of the following case has been taken from the 
Dominion Report Service.) 


Wills — Gas and petroleum lease — Sold after death for 
lump sum and royalty—Capital or income 


(In re Barker Estate) 
Supreme Court of British Columbia 


The testator was the owner of an undivided three- 
quarter interest in a petroleum and natural gas lease in the 
Province of Alberta. After the deceased’s death negotia- 
tions were concluded for the sale of the lease for fifteen 
thousand dollars and royalties. 

Upon originating summons the following questions were 
submitted to the Court for determination and answered as 
indicated: 

1. Three-fourths share of the $15,000 is capital or in- 
come? Ans. $5,000 capital, $10,000 income. 

2. If the three-fourths share of the $15,000 is income, 
is it distributable forthwith or otherwise? Ans. Forthwith. 

3. The three-fourths share of the overriding royalty is 
capital or income? Ans. Income. 

4. If the three-fourths share of the overriding income 
is income, is it distributable forthwith or otherwise? Ans. 
Forthwith. [1939] 2 W.W.R. 379: D.R.S. (B.C. 818). 
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ALBERTA 

The Institute of Chartered Accountants of Alberta an- 
nounces that, subject to the formal approval of the Senate 
of the University of Alberta, the following are the successful 
candidates of the Institute in the recent uniform examina- 
tions set throughout the Dominion by a joint committee 
consisting of representatives of the Provincial Institutes 
of Chartered Accountants in Canada. 

Final: Thomas Chambers, Clem L. King, Harold H. Love, 
Gordon F. McClary, John Peter McClary and Allan D. Mc- 
Tavish. 

Intermediate: Horace J. Bishop, Charles A. Clouston, 
John Robert Hardie, Desmond R. Redman, Reginald J. Snell 
and Gordon W. Stewart. 

Supplemental Examinations Granted (Final): T. G. Brown 
(Accounting I & III) and F. D. Waines (Auditing). 


* * * 


The following are the successful candidates in the In- 
termediate Law and Primary examinations conducted by 
the Alberta Institute: 

Intermediate Law: H. G. Thompson. 

Primary: Elvin A. Christensen, William A. Davis, Albert 
P. Freisen and Harold F. Herbert. 

The Council of the Institute announces also the following 
prize awards to candidates of the Institute standing highest 
‘in the province in their respective divisions. Clem L. King 
has been awarded the Gold Medal for the Final examination, 
Gordon W. Stewart the Silver Medal for the Intermediate 
examination and Harold F. Herbert first prize for the 
Primary examination. 

At a meeting on 3rd February 1940 the Council ex- 
pressed its satisfaction with the uniform examinations con- 
ducted for the first time in December 1939 by the Provin- 
cial Institutes of Chartered Accountants. 


BRITISH COLUMBIA 
The Institute of Chartered Accountants of British Col- 
umbia announces that the following are the successful 
candidates of the Institute in the recent uniform examina- 
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tions set throughout the Dominion by a joint committee con- 
sisting of representatives of the Provincial Institutes of 
Chartered Accountants in Canada. 

Final (Accounting and Auditing): C. E. R. Bazett, J. W. 
Bootle, W. A. Hobson, D. A. Lloyd-Jones, W. G. Rathie and 
J. T. Watt. First and second places in British Columbia 
were attained by J. W. Bootle and W. G. Rathie respectively. 

Intermediate: L. P. Douglas, J. C. Melville, and G. M. 
Miller. 


MANITOBA 


The Institute of Chartered Accountants of Manitoba 
announces that the following are the successful candidates 
of the Institute in the recent uniform examinations set 
throughout the Dominion by a joint committee consisting 
of representatives of the Provincial Institutes of Chartered 
Accountants in Canada. 

Final: Harry Armstrong, Edwin A. Bratton, D. Bruce 
Davis, Gordon Earl, Stanley Hollingshead, Desmond C. 
O’Brien, James B. Prosser, R. Barrett Simpson, Gordon M. 
Steele and Hugh W. Sutherland. 

Intermediate: Harold Chudleigh, Herbert Hartley, Wil- 
liam A. Irvine and John A. Iverach. 

The examination results are a matter of considerable 
satisfaction to the officers of the Institute and to those 
responsible for the conduct of the lectures and examina- 
tions for students. 

Out of seventeen candidates writing the Final examina- 
tion ten were awarded a complete pass, and the Council is 
proud of the showing made by D. Bruce Davis who secured 
the highest standing in the Dominion. 

In addition to winning the Dominion Association Gold 
Medal and prize of $50.00, Bruce Davis also qualified for 
the War Memorial Gold Medal endowed by the late T. 
Harry Webb, and the Institute prize of $100.00. As a result 
of standing amongst Manitoba candidates second to Davis, 
Hugh W. Sutherland has been awarded the Institute second 
prize consisting of books to the value of $25.00. In this 
connection it is interesting to note that in the Intermediate 
examination of 1937 Davis and Sutherland tied for first 
place, and at that time each was awarded a silver medal 
and prize of books. 
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ONTARIO 


The Institute of Chartered Accountants of Ontario an- 
nounces that the following are the successful candidates of 
the Institute in the recent uniform examinations set 
throughout the Dominion by a joint committee consisting 
of representatives of the Provincial Institutes of Chartered 
Accountants in Canada. 

Final: L. G. Arnold, Martin W. Burns, A. G. Burton, 
R. C. Cowle, A. G. Fisher, D. L. Gordon, H. H. Graham, 
R. W. Greene, Harry Gula, J. D. Hankinson, S. G. Hennessey, 
R. L. R. Hepburn, Raymond Hoyle, MacPherson Hubbell, 
John P. Hudson, H. W. Kay, Donald A. Kidd, R. T. M. 
LeMay, W. F. Martin, H. M. Matheson, Harvey Millman, 
G. M. Morrison, H. A. H. Mullin, J. S. McVicar, Bernard 
W. Page, A. C. Papoff, G. F. R. Plummer, David Rosensweig, 
A. B. Stokes, G. C. Tilley, J. M. Turnbull and W. L. Walton. 


Intermediate: J. H. A’Court, A. M. Adamson, M. 8S. Ap- 
pleby, N. D. Aubin, S. B. Bartlett, E. D. Berry, C. M. Beattie, 
J. L. Biddell, P. W. Bennett, J. Bornstein, C. F. Butler, 
G. E. Carpenter, W. D. Caskey, W. C. Chick, G. A. Church, 
W. J. H. Coggins, Max Cohen, H. F. Cumming, Albert David- 
son, W. W. Davison, H. R. Dow, John Duncanson, Sydney 
Fox, Samuel Garten, S. A. Glick, H. S. Glover, Maxwell 
Goldhar, John S. Grant, A. R. Halladay, H. Rodney Heard, 
D. $8. R. Hepburn, J. W. Herold, C. C. Hopper, G. B. Hughes, 
C. H. Hunt, S. G. Jackson, W. M. Johnston, W. A. Jones, 
L. G. Keith, Gerald I. King, Louis Kirshenbaum, E. A. 
‘Leftly, K. W. Lemon, R. A. Levesque, J. R. Lewis, J. A. 
Little, A. C. Madgett, W. J. Millyard, J. H. Moore, A. W. 
Moreton, A. P. McDiarmid, J. S. McKeown, E. B. McLeod, 
N. A. McRae, P. L. Nash, J. A. Ovens, Leon Panzer, W. H. 
S. Pote, E. W. Pyatt, A. G. Rankin, George Resnick, G. H. 
Richmond, C. G. Robinson, T. R. Roden, R. M. Saunders, 
W. A. Simonton, S. G. Simpson, James Simpson, H. H. 
Sivers, H. A. Starr, N. I. Stone, J. M. Storey, J. C. Taylor, 
A. D. Thompson, W. E. VanSickle, E. A. Welch, H. W. Welch, 
C. F. Wilson, and Harry Wood. 

Supplemental Examinations Granted: The following passed 
in all but the subjects indicated in the Final examination, 
the Economics section of which was conducted by the On- 
tario Institute: K. H. Dunn (Accounting I & III), E. A. 
Carrothers (Accounting II & III), E. P. Allison, J. T. Bowles, 
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G. F. Hogarth and G. K. Hutchings (Accounting III & IV), 
E. L. H. Burpee, R. J. J. Dollard, J. M. Laverdure, C. V. 
Maltby, L. D. Thomas and H. H. Thomson (Auditing), M. 
B. Tennant (Accounting I & II and Economics), J. H. Ewart 
and E. B. Smith (Accounting II & III and Economics), and 
J. E. Hicks (Economics). 


* * * 


Primary: The following candidates were successful in the 
Primary examination conducted by the Ontario Institute: 
Claude Abrams, Joseph Ages, C. R. Alderson, R. J. M. Allan, 
P. J. Ambrose, R. D. Bonell, J. L. Bruce, W. S. Bush, W. J. 
Bushnell, B. A. Caplan, G. W. Chrysler, Abe Colman, A. W. 
Coome, R. M. Copeland, Roy R. Cotton, Frank L. Day, D. 
W. Digby, Nancy Doyle, B. G. Dunlop, Edward Durnan, 
K. H. Edwards, A. W. Evans, S. E. Ewens, R. D. Ferguson, 
Joel Fink, W. J. Fleming, Nathan Freeman, W. J. Gladwell, 
M. S. Greer, D. A. Harwood, H. O. Hewitson, R. M. Hodgins, 
Robert Irvine, V. G. Jackson, Harry Johnston, J. H. John- 
ston, C. Ronald Jolly, T. D. Joslin, W. E. Kennedy, J. G. 
Kingsmill, Jules Lamberg, Max Lindsay, Gerald Lipman, 
J. B. Longmire, Jack Magder, E. D. K. Martin, H. A. Mc- 
Clary, T. R. McCoy, H. T. McGroarty, H. S. McLellan, H. J. 
Ross Newman, Joseph L. Newman, C. J. Nickleson, G. D. 
Pattison, Edward Peirol, A. L. Pettit, G. S. Pover, G. M. 
Proctor, R. E. Reedhead, G. W. Richardson, M. S. Richman, 
T. G. Robinson, R. H. Rose, Albert Savlov, H. P. Sellers, 
C. P. Seymour, D. W. G. Smallbone, J. Gordon Smith, M. S. 
Soberman, John Spurway, R. D. Stuart, J. L. M. Sturgeon, 
D. S. Sykes, J. E. Taylor, J. C. Tinkham, H. A. Watson and 
R. A. Woolsley. 

The Institute announces that prize winners amongst can- 
didates of the Institute for standings gained within the 
province are as follows: 

Final: Institute Gold Medal, R. C. Cowle, London, George 
Edwards Prize, Martin W. Burns, Toronto, W. T. Kernahan 
Prize, S. G. Hennessey, Toronto, E. R. C. Clarkson Gold 
Medal, L. G. Arnold, Toronto. 

Intermediate: First Prize, James Simpson, Windsor, 
Second Prize, M. S. Appleby, Toronto. Mr. Simpson has 
also won the Silver Medal and prize of $25 offered by The 
Dominion Association of Chartered Accountants for the 
candidate with the highest standing in Canada in the ac- 
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counting and auditing papers of the Intermediate examina- 
tion. 

Primary: First Prize, Joseph L. Newman, Toronto, 
Second Prize, J. E. Taylor, Brantford. 

The prizes and diplomas will be presented at the mid- 
winter dinner of the Institute to be held at the Royal York 
Hotel, Toronto, 1st March 1940. 


QUEBEC 

The Society of Chartered Accountants of the Province 
of Quebec announces that the following are the successful 
candidates of the Society in the recent uniform examinations 
set throughout the Dominion by a joint committee consist- 
ing of representatives of the Provincial Institutes of Char- 
tered Accountants in Canada. 

Final: R. E. Anderson, W. L. Child, T. C. Corry, K. J. 
Dadson, F. T. Denis, George Duncan, J. H. Ferrie, A. A. 
Graham, G. F. Lafferty, David Luterman, J. M. Martin, 
A. R. Murray, J. D. McMorran, K. M. Place, Maurice Richard, 
Cecil Vineberg, Peter Vineberg and A. W. Whitelaw. First 
and second places in Quebec were attained by Cecil Vineberg 
and James Muir Martin respectively. 

Supplemental Examinations Granted: N. L. Aronson, W. J. 
McEntee and H. L. Rodier, (Accounting I & II) ; M. F. Dart, 
W. D. Myers and S. Neamtan, (Accounting II & III); P. 
L. Clarke, I. Craig, E. Dey, M. O. Holt, A. R. Laing, K. D. 
Lunam, R. D. Shepard and D. F. Watson, (Auditing). 

The Annual Dinner of the Society will be held in the 
Windsor Hall of the Windsor Hotel on Wednesday evening, 
13th March, at which Dr. Cyril F. James, Principal and Vice- 
Chancellor of McGill University, will be the guest of honour. 
At this dinner the successful candidates in the recent final 
examinations held at the School of Higher Commercial 
Studies and McGill University will be presented with their 
certificates of membership. 


PERSONALS 


Mr. Alan J. Cossar, chartered accountant, wishes to an- 
nounce that he has opened an office for the practice of his 
profession at 347 Bay Street, Toronto. 
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STOCK BROKERS’ ACCOUNTS 


This series of discussions on the subject of stock brokerage ac- 
counting theory and practice has been prepared by a group of members 
of the profession familiar with the subject. They desire to have it 
understood that the definitions, opinions and observations appearing 
in this column are their own and are not necessarily those of the 


Dominion Association. 
(Continued from February issue) 


Notes on Grain Brokers’ Accounts 


The books of a broker transacting business on a grain 
exchange for customers might show the following balance 
for December wheat futures: 


November 28, 19— 
Contracts 
DECEMBER WHEAT (1000 bushels 


Customers’ positions—Long 


Customers’ Net Longs 


Broker’s Own Position: 
Carried with other brokers—Long 
Clearing House—Long (Clearing House 
Position) 


Total Longs 627 


The Clearing House Position of 427,000 bushels of De- 
cember wheat must be kept “to the market” by means of 
a cash transfer between the broker and the Clearing House 
at the close of business each day. The following specimen 
Clearing Sheets show how each day’s cash transfer is cal- 


culated: 


(1) “A” GRAIN EXCHANGE 
BOUGHT SHEET 


Bought by—H. D. & Company Date November 29, 1939 


Of Whom 
Bought Amount Option Price Close Debi 
White .... 100 December wheat 66% 65 $1,500.00 $ 
Black ..... 10 December wheat 66%, 65 175.00 
25 December wheat 6434, 65 62.50 


135 $1,675.00 $ 62.50 


Credit 
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(2) “A” GRAIN EXCHANGE 
SOLD SHEET 


Sold by—H. D. & Company Date November 29, 1939 


To Whom 
Sold Amount Option Price Close Debit Credit 


December wheat 66% $112.50 
Green .... December wheat 66 250.00 

December wheat 6544 200.00 

December wheat 64% 100.00 


$ 100.00 $562.50 


—_—_ 


“A” GRAIN EXCHANGE 
CLOSING SHEET 


Firm Name H. D. & Company Date November 29, 1939 
Previous Today 
Long Short Close Close Debit Credit 


$1,675.00 $ 62.50 
95 100.00 562.50 


November 28 Open 
line 427 66 65 4,270.00 


November 29 Open Our cheque 
line 467 to Clearing House 5,420.00 


562 562 $6,045.00 $6,045.00 


The broker maintains an account in his books entitled 
Clearing House to which such cash transfers are posted. 
At the end of each month the balance of the account is 
transferred to the “Commodity Difference” account, (some- 
times called “Wheat Option” account, etc.). The following 
demonstrates the utility of this particular account: 

CUSTOMERS’ STATEMENT RE PURCHASE AND SALE 
10 DECEMBER WHEAT 
Purchased 10 December Wheat 66% $6,675.00 
Sold 10 December Wheat 6,612.50 


62.50 
Commission ($2.50 per M bushels) 


Debit to Customer’s account 


JOURNAL ENTRY TO RECORD ABOVE 
DR. Customers’ control account $87.50 $ 
CR. Commodity difference account 62.50 
CR. Commission account 25.00 
At any time the “Commodity Difference” account will 
reflect the net of customer and broker open trades at the 
closing market price used by the Clearing House for settle- 
ment that day. The figures might be as follows: 


197 











THE CANADIAN CHARTERED ACCOUNTANT 





Debit Credit 
Customers’ long and short positions, figured 
to the market, show 
SR: 3.55% bis wGiok hed awe eueesce $4,356.25 $ 
Ee oct caer us eo eoy eens ee we 7,963.75 
Our long position with brokers, figured 
to the market, show 
EP MN eka as okseoe Ast vases 976.25 
Commodity difference account ..................... 2,631.25 


(Credit balance in general ledger) 








$7,963.75 $7,963.75 
=a 








It will be observed that if all long and short positions 
for customers and with brokers were closed out at the 
market, the commodity difference account would show no 
balance. 

The term “figured to the market” means computing the 
loss or gain on open futures contracts. The following is an 
example: 


JOHN JONES: 
Long 10 December Wheat @ 66 
Present market price 65% 
Therefore, loss when “figured to the market” is $50.00 
(4% point on 10 contracts) 


Where a customer buys or sells futures contracts it is 
customary for him to deposit margin with the broker. Such 
deposits are termed “Grain Deposits.” Supposing that 
John Jones (above) had deposited $600.00 when he pur- 
chased the 10 contracts of December Wheat, and that this 
position was open at the date of a financial statement, it 
would be usual to determine the equity in his account in 
the following manner: 





JOHN JONES: 
NIC INE rei AIS Se a ira ling oe Agave ib $600.00 
Loss on 10 December wheat ..................... 50.00 
DEN A Poteet SRS lO lcd Seabee eee GRR e eee Ns $550.00 








If the equity equals the current margin requirements, 
the account is considered to be fully margined. If the loss 
exceeded the ledger credit it would be classed as “In De- 
ficit” (being unsecured to the extent that the loss exceeds 
the credit balance). In the above examples no consideration 
has been given to accrued commission. 
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TERMINOLOGY DEPARTMENT 


The articles in this Department, unless otherwise stated, are or- 
iginally written by the Chairman of the Terminology Committee and 
submitted to the members thereof; they are afterwards revised by 
him after consideration of suggestions made by the members. 


If it should be thought that any articles include too much primary 
or elementary matter, readers are asked to realize that the Committee 
hopes these articles will be of especial value to Students-in-Accounts; 
and it is believed that, to impart a thorough understanding, too much 
emphasis cannot be placed on the fundamental principies on which 
the ideas connoted in the term defined are based. 


(Continued from February issue) 


U 


Ultra Vires: ‘Beyond the power of.” Corporations and 
companies being artificial creations of the law, their objects 
and powers are defined in the instrument of incorporation. 
Transactions of a company not within the objects and 
powers so defined are said to be “ultra vires.” It is not un- 
common that certain policies, acts, or transactions may be 
within the power (“intra vires’) of the corporation, but, 
without special authority of the shareholders as expressed 
in the by-laws, “ultra vires” of the directors. See “Objects 
and Powers.” 

Unappropriated Surplus: The amount of earned surplus 
remaining after all appropriations have been made; “free” 
surplus available for dividends. 

Unclaimed Dividends: Dividends due to individual share- 
holders who cannot be located or who for any reason have 
made no claim for them. 

Unclaimed Wages: Wages actually due and provided for 
employees who have made no claim and cannot be located. 

Underwriter: One who “writes under;’” a term arising 
in Marine Insurance, as practised at Lloyd’s, wherein the 
various members each, personally or through an accredited 
agent, sign below the narration of the terms of the insur- 
ance contract, stating the share they undertake in the risk. 
The term is now used in all forms of insurance and has even 
erroneously been applied to agents of insurance companies; 
the underwriter is the company, and not the agent, even 
though he may sign in his capacity as a signing officer. 

Another use of the term is in connection with issues of 
stocks, bonds, etc., where an individual or group (known 
as an “underwriting syndicate’) for a stated consideration 
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agrees to take up any part of an issue remaining if it is 
not wholly subscribed for on a public offering. The modern 
practice in this regard is for the underwriter (or invest- 
ment banker, as he is sometimes termed) to take up the 
whole issue and re-sell to the public. 


Undivided Profit: Unappropriated surplus (q.v.). 


Unearned Income: Payments received in any form in 
advance of services to be rendered or goods supplied. The 
term is also used in connection with taxation of income, and 
applies to income derived from other than personal services, 
and also from personal services beyond a specified amount. 


Unissued Capital: Capital which a company is author- 
ized to issue over and above the amount which already has 
been issued ; sometimes erroneously called “Treasury Stock” 
(q.v.). 

Unit Cost: A term used in cost accounting, being the 
cost of a unit of product or service. 


Unsecured Account: A personal account, either asset 
or liability, against which no specific security has been 
pledged. 


V 


Value: A term which, without qualification, has little 
significance. In accounting the term is used for the at- 
tributed worth of anything expressed in terms of money, 
but even in this sense there are various standards, e.g., 
market value, cost, book value, going concern value, break- 
up value, etc. 


Verification: As used in auditing, the procedure of prov- 
ing the correctness and bona fides of accounts or book en- 
tries (see “Vouchers and Vouching”). The term is more 
particularly used when statements of account are sent to 
customers or creditors with requests for confirmation (or 
otherwise) direct to the auditors. 


Virement: A French word meaning a transfer. In 
governmental circles it means the practice of using funds 
voted for one service to pay for the expense of another 
under the authority of the Treasury. In other words, the 
deviation permissible between different votes and that per- 
missible between sub-heads and auxiliary sub-heads of 
votes. See Durrell’s “Parliamentary Grants,” page 284. 
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STUDENTS’ DEPARTMENT 
R. G. H. SMAILS, C.A,, Editor 


NOTES AND COMMENT 


The contract made by a borrowing corporation is made 
by means of a bond indenture with a so-called trustee and 
the corporation is thereby enabled to deal with a whole 
group of persons (the bondholders) as if they were one. 
The obligations of the corporation are technically to the 
trustee; the only right possessed by the individual bond- 
holder is a right to attempt to induce the trustee to act 
on his behalf if action is needed and the trustee has not 
taken it of his own volition. 

Students of corporation finance no less than holders of 
defaulted corporation bonds must sometimes have wondered 
at or been exasperated by the seeming inertia of indenture 
trustees. Professor Norman S. Buchanan offers the fol- 
lowing explanation of this phenomenon: “In theory, the 
trustee under the bond indenture is the individual charged 
with representing the bondholders in dealings with the cor- 
porate debtor... If anyone ostensibly represents the bond- 
holders by observing the corporation’s fulfilment of its 
covenants and reporting violations thereof, that person is 
the trustee. Certainly his title of trustee suggests care and 
diligence, caution, wisdom and conservation... As the 
trustee’s functions and responsibilities have come to be 
- defined and interpreted in latter-day times they afford bond- 
holders precious little protection. Indeed one sometimes 
wonders whether it is more accurate to describe the modern 
trustee as the representative of the bondholders or as a 
protector and shield for the corporation against the bond- 
holders. One would suppose, for example, that, at the very 
least, a trustee would report to the bondholders such an 
important matter as a default or impending default on the 
interest due. Yet apparently many trustees felt they had 
no obligation in that direction unless requested by a specified 
percentage of the bondholders. While this state of in- 
dolence and non-responsibility on the part of trustees is 
partly the result of their having divided affiliations, as the 
Securities and Exchange Commission has clearly shown, 
it is also traceable to certain broad exculpatory clauses 
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within the indenture itself... As the Securities and Ex- 
change Commission has demonstrated, the trustee under 
the bond indenture cannot be regarded as the protector and 
representative of the bondholders in any significant sense. 
He is little more than an appointed and nominal repre- 
sentative of the bondholders through whom they may take 
action if they organize and are willing to indemnify him 
for any trouble or expense incurred.” 

The published financial statements of a considerable 
number of English companies have now for some years 
omitted the shillings and pence figures and so reduced the 
demands which they made upon the eyes and intellect of 
their readers. It seems that this (to us) commendable 
practice is likely to have its counterpart in Canada, for the 
statements published recently by an industrial company 
were expressed in round dollars and contained no column 
for cents. There is in this no implication that the old 
maxim “look after the pennies and the pounds will look 
after themselves” is being jettisoned. 

% * * 


STUDENT ASSOCIATION NOTES 
QUEBEC 

Consolidations—The Executive of your Society have de- 
cided to organize two series of lectures intended primarily 
to assist members preparing for the Dominion-wide Final 
examination. 

The first of these series of lectures will deal with the 
preparation of Consolidated Financial Statements and will 
be given by Mr, E. Tighe, C.A., who has had considerable 
experience with the theoretical and practical solutions to 
problems arising in this subject. 

There will be ten lectures in this series, the first of 
which will be held in the offices of the Society, Canada 
Cement Building, on Friday March 1st at 8 p.m. Subse- 
quent lectures will be held on successive Fridays. 

The subject matter will consist of the solution of prob- 
lems and an explanation of the accounting principles in- 
volved therein. 

Income Tax—The second series will deal with the pro- 
visions of the Dominion Income Tax Act, and will be con- 


1Norman §S. Buchanan, The Economics of Corporate Enterprise, 
(Holt, 1940, $3.25) pp. 122-123. 
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ducted by Mr. A. Van Harris, C.A., a member of the 
Taxation Department of one of the largest Canadian cor- 
porations, who is thoroughly conversant with this subject. 

There will also be ten lectures in this series to be held 
at the Society’s offices, commencing Tuesday March 5th at 
8 p.m. and on successive Tuesdays. 

While these lectures are intended principally for stu- 
dents, it should be noted that qualified members are also 
invited, for in the past many members have found atten- 
dance at lectures of this type to be of considerable interest 
and assistance in keeping them in touch with the problems 
of the accounting profession. 

Second Lieut. D. F. Filliter is serving with the 3rd 
Medium Battery, 2nd Montreal Regiment, Royal Canadian 
Artillery. 

J. L. Shatsky is on active service with the Canadian 
Grenadier Guards. 

Allan D. Stanley is a Signalman with the Royal Can- 
adian Navy. 

* * * 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the per- 
sonal views and opinions of those members. They are designed not 
as models for submission to the examiner but rather as such discussion 
and explanation of the problem as will make its study of benefit to the 
student. Discussion of solutions presented is cordially invited. 


PROBLEM I 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


INTERMEDIATE EXAMINATION, 1939 
Accounting II, Question 1 


A company decided to issue and sell bonds to the par value amount 
of $100,000.00. The term of the bonds was fifteen (15) years and the 
interest rate 5% per annum, payable semi-annually. On January 1, 
1939, these bonds were sold for $105,411.33 on a 444% basis. On July 
1, 1939, interest was paid amounting to $2,500.00. 

(a) What entry should the company have made when the bonds 

were sold? 


(b) What entry should the company have made when it paid the 
$2,500.00 interest referred to above? 

(c) What entry should the purchaser of the bonds have made 
when he received the first interest payment? 
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SUGGESTED SOLUTION 


(a) Cash $105,411.33 
To Bonds payable $100,000.00 
To Premium on bonds 5,411.33 
To record sale of bonds of a par value of 
$100,000.00 on a 44%4% basis. 

(b) When the company pays coupons at July 1, 1939, bond interest 
would be charged with 24,% of $105,411.33 or $2,371.75. The 
difference between the effective interest and the cash pay- 
ment should be debited to premium on bonds. 

Bond interest $2,371.75 
Premium on bonds 128.25 
To Cash $2,500.00 
To record payment of semi-annual in- 
terest coupons @ 24% and amor- 
tization of premiums. 

(c) The purchaser of the bonds might carry their cost in a bond 
account or he might have a bond account showing their par 
value and a premium on bonds account for the premium. 
If the $105,411.33 was charged to the bond account the entry 
for the collection of the first interest would be: 


To Interest $2,371.75 
To Bonds or Premium on bonds .... 128.25 
To record receipt of semi-annual interest 
on bonds and amortization of prem- 
iums. 


PROBLEM II 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


FINAL EXAMINATION, 1939 


Accounting III, Question 4 


On ist January 1939, the Howard Manufacturing Company pur- 
chased the whole of the share capital of the Kelling Company by an 
issue of 40,000 Howard shares of no-par-value, issued at $10 per share. 

On 31st March 1939, it purchased the whole of the preferred and 
common stock of the Newton Company for $1,000,000. It raised the 
cash for this by an issue to its own shareholders of the following: — 

Common Shares of no-par-value, 60,000 at $10, of which $1 per 

share is credited to “Distributable Surplus” and the remainder 
to Capital. 

6% Preferred Shares, 4,000 shares of $100 each, fully called and 

paid. 

The Newton Company’s financial year ended on 31st March. Its 
preferred shares carried with them the right to the quarterly dividend 
declared out of profits earned during the period ended 3lst March 
1939. This dividend was paid 20th April 1939. On 25th April it paid 
a dividend of $40,000 on its common shares for the six months to 31st 
March 1939, to shareholders of record 25th April. 

The Newton Company prepared statements for the three months 
ended 30th June, in order to conform with the Howard and Kelling 
Companies, which close their books 30th June and 31st December. 
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On 1st July 1938, the Howard Company had purchased $100,000 of 
Kelling Company’s 5% Bonds, repayable 31st December 1943. It paid 
$80,000 for them. Their real value at the date of the purchase equalled 
their present value as shown in the accounts of the Kelling Company. 
Both companies are amortizing the discount on the bonds by the 
straight line method. In the Howard Company’s ledger appears the 
following account: 


Investments : Kelling Company 
1938 1938 
July 1 $100,000 5% Bonds$ 80,000 Dec. 31 Balance $ 82,750 
July 1 Discount on Kell- 
ing Bonds 


$ 82,750 $ 82,750 


1939 1939 


Jan. 1 Balance $ 82,750 June 30 Balance 482,750 
Jan.1Shareholders Kell- 
ing Common ... 400,000 


$482,750 $482,750 


1939 
July 1 Balance $482,750 


The Kelling common shares were purchased at less than their true 
value which equalled the net worth of the company as shown in its 
balance sheet at 3lst December 1938. 

The Newton Company has held $50,000 of Howard 4% Bonds for 
several years. The interest on them is paid quarterly: 31st March, etc. 

The Trading, Profit and Loss, and Surplus Statements, and Balance 
Sheets of the three companies at 30th June 1939, were set out as 
follows: 

Howard Kelling Newton 
$2,480,000 $508,000 $1,594,000 
Cost of goods sold 1,580,000 329,500 1,005,000 


Gross profit $ 900,000 $178,500 $ 589,000 


Less Selling and administrative 
expenses 625,000 142,000 403,500 


Net Operating profits $ 275,000 $ 36,500 $ 185,500 
Add 
Interest on loan to Newton .... 6,000 
Bond interest 500 
Dividends received from 
subsidiaries: 
Newton 6% preferred stock .. 6,000 
Newton common shares 40,000 


$ 329,750 $ 186,000 
Less 
Interest on loan 6,000 
Interest on bonds 


Net income transferred to earned 
surplus $ 325,750 $ 180,000 
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Earned Surplus 

Howard 

Balance at 1st Jan. 1939. .$214,200 
Less Dividends paid 
6% preferred 6 
months to 3l1st 

... -$60,000 

6 


December 
Common 
months to 31st 
December .... 92,000 
152,000 
$ 62,200 
Net Income, 6 months to 
30th June 1939 


Less Organization expen- 
ses written off 
Balance as per balance 
sheet 30th June 1939 ..$386,950 


Newton 
Balance at 1st April 1939 $ 64,000 
Less Dividends paid 
6% Preferred 3 
months to 3l1st 
March 


months to 3i1st 


Net Income, 3 months to 
30th June 1939 


Less Organization expen- 
ses written off 
Balance as per balance 
sheet 30th June 1939 ..$197,000 


Distributable Surplus : Howard 
Credited for shares issued for Newton purchase 


Deficit : Kelling 


Balance at Ist January 1939 


Deduct Net Income for 6 months to 30th June 
Balance as per balance sheet at 30th June 1939 


Howard Manufacturing Company 
Balance Sheet as at 30th June 1939 


ASSETS 
Cash on hand and in 
bank 
Bills and notes 
receivable ...$700,000 
Less under dis- 


$ 429,000 


Accounts receivable ... 
Inventories 
Loan at 6% to Newton 
Co. 
Investments 
Equipment, mach- 
inery, etc. ...$821,500 
Less Reserve 
for depreci- 
ation 
Buildings $650,000 
Less Reserve 
for depreci- 
ation 


Organization expenses . 9,000 


$5,247,250 


LIABILITIES 


Bills and notes payable $ 150,000 
Accounts payable 
Discount on 
bonds 
Bonds 4% 
Capital: 
6% Preferred, 20,000 
shares of $100 each 2,000,000 
Common, 200,000 
shares of no par 
value 2,000,000 
Surplus: 
Earned 
Distributable . 


Kelling 
2,250 
200,000 


$386,950 
60,000 
446,950 


$5,247,250 
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ASSETS 
Cash on hand and in 
bank 
Bills and notes receiv- 
able 
Accounts receivable .... 
Discount on bonds 
Inventories 
Equipment, 
chinery, etc. .$420,000 
Less Reserve 
for depreci- 
ation 


Buildings 
Less Reserve 
for depreci- 


Kelling Company 
Balance Sheet as at 30th June 1939 


56,000 
80,000 
90,500 


4,500 
90,000 


320,000 


180,000 


$1,020,000 


LIABILITIES 
Bills and notes payable $ 100,000 
Accounts payable 220,000 
Bonds 5% 200,000 
Capital: 
Common, 100,000 


shares of no par value 500,000 


$1,020,000 


Contingent liabilities $40,000 


Newton Company 
Balance Sheet as at 30th June 1939 


ASSETS 
Cash on hand and in 
bank 
Bills and notes receiv- 
able 
Accounts receivable ... 
’ Inventories 
Investments (Howard 
bonds, at par) 
Equipment, ma- 
chinery, etc.. .$450,000 
Less Reserve 
for depreci- 
ation 
Buildings $290,000 
Less Reserve 
for depreci- 


Goodwill 
rights 
Organization expenses . 


and patent 


$1,697,000 


320,000 
180,000 


50,000 


300,000 


190,000 
100,000 


7,000 


LIABILITIES 

Bills and notes payable $ 150,000 

Accounts payable 250,000 

Loan 6% from Howard 
Co. 


6% Preferred shares, 
4,000 at $100 each.. 
Common. shares, 
40,000 at $10 each.. 
General contingency re- 
serve 
Earned surplus 


200,000 


400,000 
400,000 


100,000 
197,000 


$1,697,000 


Contingent Liabilities $120,000 
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The following transactions had taken place between the three com- 
panies during the six months ended 30th June 1939: 
14th January 

The Newton Company sold to the Howard Company for $15,000 
merchandise which cost it $10,000. The Howard Company paid for it 
on January 3lst and had re-sold all of it to the public by February 
15th. 
10th February 

The Howard Company sold to the Kelling Company for $28,000 
merchandise which cost it $22,000. The Kelling Company paid for it on 
February 28th, and had re-sold this merchandise to the public within 
a month. 
28th March 

The Newton Company completed certain capital construction on 
buildings for the Kelling Company, for which its charge was $28,000. 
The cost of this work to the Newton Company was $20,000. The Kell- 
ing Company paid for it on April 16th. The Kelling Company has 
charged no depreciation for the period on this capital construction. 
15th April 

The Howard Company sold to the Kelling Company for $12,000 
merchandise which cost it $8,000. The Kelling Company paid $4,000 
cash and accepted liability on a bill of exchange for the remaining 
$8,000 which bill the Howard Company discounted with its bank. The 
bill was still outstanding at June 30th. This merchandise remained 
in the Kelling Inventories at June 30th. 
12th May 

The Howard Company sold to the Newton Company for $20,000 
merchandise which cost it $12,000. The Newton Company accepted 
liability on a bill of exchange for the $20,000, and this bill is still out- 
standing. The merchandise remained in the Newton inventories at 
June 30th. 
15th June 

The Newton Company completed certain capital construction on 
buildings for the Howard Company, which it had commenced on April 
20th. The sale price was $40,000. The cost to the Newton Company 
was $30,000. The Howard Company appears in the accounts receivable 
of the Newton Company at June 30th for the whole $40,000. The 
Howard Company has made no charge for depreciation for the period 
on this capital construction. 
29th June 

The Howard Company sold and forwarded to the Kelling Company 
for $12,000 merchandise which cost it $10,000. The Kelling Company 
appeared in the accounts receivable of the Howard Company at June 
30th for the full $12,000; but the merchandise was still in transit at 
June 30th and it did not appear in the Kelling inventories, neither 
had the Kelling Company included the Howard Company in its ac- 
counts payable for this $12,000. 

The Howard Manufacturing Company wishes to consolidate the 
operating statements and balance sheets for the three companies at 
June 30, 1939, by means of working sheets: 

(a) Show by means of journal entries any adjustments which 
should be made in the general ledgers of these companies, 
before commencing the working sheets. 

(b) Prepare the working sheets. 

(c) Draw up the consolidated statement of Earned Surplus, and 
the consolidated Balance Sheet. 
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SUGGESTED SOLUTION 


(a) Journal entries for adjustments in the general ledger of the 
Howard Manufacturing Company. 


1939 
30th June Investments: Kelling Company .......... $17,250 

To Capital surplus: realized ....... $17,250 

Profit on purchase of $100,000 Kelling 5% 

Bonds, as follows: 

Gross capital value at 1st July 

DBO 556 sist ais ale eration wcee.ee $100,000 

Less Discount unamortized .. 2,750 
















Present worth at Ist July 1938... 
Taken on books of company at Ist 
WS MUGS sek oekiense se cive cots 


97,250 







$ 17,250 













3lst March Dividend rights: Newton 6% preferred... 

To Investments: Newton Company 6,000 
Right to one quarter’s dividend to date on 
Newton 6% preferred stock $300,000 


purchased 31st March 1939. 














re ee 

To Dividend rights: Newton 6% 
SUE 6s. aibc ac. 6G sce eemeacace 6,000 

Transfer of credit for dividend purchased 


through issue of capital stock. 












S6th April TWAS SUTONG. 66 ociicccwieeiesdacieceeees 
To Investments: Newton Company . 40,000 

Transfer of dividend on $400,000 Newton 

common stock for 6 months to 31st 

March 1939, purchased through issue of 

capital stock, which dividend has re- 

sulted only in a transfer of assets pur- 

chased, from the accounts of the Newton 

Company to those of the Howard Com- 


pany. 

















Investments: Kelling Company .......... 
To Reserve of capitalized surplus .. 31,000 
For net increase in value of investment in 
Kelling Company as follows: 

(a) Net profits earned during 6 
months to date, but retained per- 
manently by Kelling Company to 
make good deficit in existence at 
GREG OL DUTORRNG 06x csi cb0tieewe $30,000 

(b) Amount written off organ- 
ization expenses, balance in exist- 
ence at date of purchase on ist Jan- 

WOES SOOO oes eens ecwwir downers 


$31,000 


30th June 
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30th June Investments: Newton Company 
To Reserve of capitalized surplus .. 
For net increase in value of investment in 
Newton Company: 
Amount written off organization expenses, 
balance in existence at date of purchase 
on 31st March 1939. 
Journal entry for general ledger of Kelling 
Company. 


1939 
30th June Merchandise in transit $12,000 
To Accounts payable ledger control $12,000 
Merchandise shipped by Howard Company, 
and charged to us, but not yet received. 
Credit Howard Company in accounts pay- 
able ledger. 


(b) Rough Work for Adjustments for Working Sheets 


BALANCE SHEETS 
Elimination of Investments in and Net Worth items of subsidiaries, 


Kelling Company 
Investments: Kelling ..—$431,000 Capital Common Kell- 
9,000 ing —$500,000 
Capital surplus; unreal- 
+ 60,000 


$440,000 $440,000 


Newton Company 
Investments: Newton .—$955,000 Capital: preferred ....—$400,000 
Organization expenses.— 7,000 Capital: common ....— 400,000 
——— General contingency re- 
— 962,000 serve -— 100,000 
Goodwill + 44,000 Earned surplus, balance 
at 1st April 18,000 


$918,000 $918,000 


Transactions between Companies for six months, to 30th June 1939 


14th January Nil 


10th February Balance sheet Nil 
Trading Sales —$28,000 
Cost of goods sold — 28,000 


28th March Nil 


15th April Balance sheet: 
Contingent liabilities 
Inventories —4,000 
Trading Sales 
Cost of goods sold 
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12 May Balance sheet: 
Bills and Notes receiv- Bills and Notes payable — 20,000 
able Earned surplus 8,000 
Inventories 
Trading Sales 
Cost of goods sold..— 12,000 


15th June Balance sheet: 
Accounts receivable... — 40,000 Accounts payable 

Earned Surplus 

Reserve for intra-combine 
profit in capital construc- 
tion (buildings) 

Trading Sales 
Cost of goods sold 


29th June Balance sheet: 
(K) Merchandise in Accounts payable +$12,000 
transit + Accounts payable — 12,000 
Accounts receivable .— 12,000 Earned surplus 2,000 
Merchandise intransit— 2,000 
Trading Sales 
Cost of goods sold — 10,000 


Alternative net adjustment 
Merchandise in transit. + 10,000 
Accounts receivable ....— 12,000 Earned surplus — 2,000 


Kelling Bonds 
Balance sheet: 


Investments (H Coy) —$100,000 Bonds 5% (K) —$100,000 
Discount (K) 2,250 Discount (H) 


Income: 
Interest charge (K) —$ 2,750 Interest credit (H) ..—$ 2,750 


Howard Bonds 
Balance sheet: 


Investments (N) ...—$ 50,000 Bonds 4% (H) —$ 50,000 
Income: 
Interest charge (H) — 500 Interest credit (N) ....— 500 


Loan to Newton 
Balance sheet: 
6% Loan (H) —$200,000 6% Loan (N) —$200,000 
Income: 
Interest charge (N)— 6,000 Interest credit (H) ..— 6,000 


Memoranda for Consolidated Balance Sheet. 
Distributable Surplus 
Credited for shares issued for Newton purchase $60,000 
Capital Surplus: Realized 
On purchase of Kelling 5% bonds $17,250 
Reserve of Capitalized Surplus 

Capital Surplus, unrealized, on purchase of holdings in Kelling enn 
Earned surplus earned since acquisition of holdings in Kelling 

and Newton Companies, but retained by them permanently. 

Kelling Company 


Newton Company 
$32,000 


$92,000 


Marcu, 1940. 
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STUDENTS’ DEPARTMENT 


(c) CONSOLIDATED STATEMENT OF EARNED SURPLUS 


Balance at Ist January 1939 
Less Dividends paid, 6% Preferred 6 months to 31st 
December 
Common 6 months to 31st December 


Add Net Income for 6 months to 30th June 1939 


Less Organization expenses written off 


Less Earned surplus capitalized 
Kelling Company 
Newton Company 


Balance as per consolidated balance sheet 


Marcu, 1940. 


$214,200 


466,750 


528,950 


1,000 


$527,950 


32,000 


$495,950 





2 
° 
oD 
od 
<4 
a 
& 
fen} 
ica) 
B 
a=} 
< 
fe} 
oO 
Z 
_ 
q 
Zz 
< 
Oo 
Q 
js} 
& 


000'%OS$ “TTT * BOTBTIQUIT JUesuy}ZU0D 


OSZ‘SLI'9S 


002‘SL9 crmeieenemen 
000‘09 
096°96F 
092‘LT 


te eeeeeeeeceeeeeeeeeses grapinglysig 
sere ewes ere queuiayeys ied se ‘pours 

ee eee eee ere eens pazi[ver *TByIdeg ‘sniding 
000‘26 sereeeeees Snidins peziyeyidvoa jo eA18sey 
000°000‘F eres 
0000002 


000‘000°2 


stresses onBa-ied ou Jo sarBYys 000‘00Z 
uoulmi09 

**pred Any ‘yove NOT$ JO sareys 000‘0Z 

eee eee eee eee eee eee pestejoig %y 101140 


WOM 79N 


000‘092 Laer rane 
000°09T 


COCR eee EO eee eee ee eee reese My spuog 
000‘00T $ 


oe %yG spuog 
Pex 


090‘892'T 


090°8L8 


stteteeereeeeeeeesees® grawaed syunoooy 
0008s $ 


eee eee eee eee eens a1quded sajou pus sII!a 
quaring 
WHOM WN pus saniiqery 


092'SLI‘9$ 


0006 
009‘0rL‘Z 


0922 
00S‘TZr‘s 


000°80L 


009‘801'T 
000018 
000’seL $ 


seeeeeeeees goguadxe UO0IZBZIUBZIO 


000°69T cress squsia quazed pue [[1Apooy 
000°009 thet eeeeceeeeeeeeeeeeteeees DUBT 


000°088 "**** uoTEloaidep 10j eAresey ssa7 
seeteeeetteeeeeeseoeser® SBUIDITNG 


000°0rE 
000°0LT‘T 


009‘Th2‘T 000‘0Sr ***** worepardep I0J eAresay ssa7 


008‘169‘T ‘ers 999 ‘ArouTyoBUL “JueUd ND” 
pexty 


tteeeeeees gpuog %@ uo yuNodsIG 


000°2 
000°ZT 
000‘869 $ — 
0003 


000‘0TL $ 


000‘0T seeeeeeeeees pazigarun szyord 
AUIQUIOD-BIyUT ~JOF VAIOSAY sse7 


tereeerees QiguBIy, Ul esIPUuByoIa_ 


teeeeeesooes naziwamun syyoid 

aUIqMIOD-BIzUL JOZ sBAIESAY $897 
emer eer eereeeeereesee sal10JUSAUT 
tteteeeeeeees giqeareoar sqzUnoDDy 
sereeees gIqBalaoer §230U pue sIIIG 
sereeess yuBq Ul puw puBy UI YysBO 


queiing 
saouBleg 31qeq pue sjassy 


"686 Ounf 4I0§E 38 SB 
LAUGHS GDONVWIVE GALVAGIIOSNOO—SHIUVIGISANS GNV ANVdWOO DNIVALOVANANVAW GUVMOH 


penuyju0g— (9) 











